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Increasing activity on the part of federal, state and local 
governments in the financing of private enterprise has 
created a host of problems, not the least of which is the 
question of whether government subsidy payments are to 
be treated as income to the recipient within the meaning 
of that “umbrageous tree of controversy,”’* the Sixteenth 
Amendment to the Constitution. The increasing fluidity 
of the Constitution has sown seeds of doubt where appar- 
ent certitude had previously existed,’ which is, of course, 
nothing new since the law of taxation,* like all branches 


In the footnotes to this article the rulings of the Treasury Department will 
be abbreviated as follows: General Counsel’s Memorandum, G. C. M., Solic- 
itor’s Opinion, Sol. Op., Office Decision, O. D., Appeals and Review Recom- 
mendation, A. R. R., Official Cumulative Bulletin of Treasury Department 
Rulings, C. B., Income Tax Unit, I. T. [Ed.] 

1 PAUL, Srusezs IN FeperaAL Taxation (Second Series, 1938) 305. 

2See Edwards v. Cuba Railroad Co., 268 U. S. 628, 45 Sup. Ct. 614, 69 
L. ed. 1124 ee), a9 298 Fed. 664 (S. D. H.. Y. 1921), noted in (1925) 
10 Minn. L. Rev. 2 

8 EF, 9 James v. - Contracting Co., 302 U. S. 134, 58 Sup. Ct. 208, 
82 L. 155, 144 A. L. R. 318 (1937) ; ’ Helvering v. Mountain Producers 
Corp., 503 U. S. 376, 58 Sup. Ct. 623, 82 L. ed. 907 (1938) ; United States 
v. Hendler, 303 U. S. 564, 58 Sup. Ct. 655, 82 L. ed. 1018 (1938), but see 
Section 213 of 1939 Act, 53 Stat. 879 (1939) ; Curry v. McCanless, 307 U. S. 
357, 59 Sup. Ct. 900, 83 L. ed. 1339, 123 A. L. R. 162 (1939) ; Graves v. New 
York, ex rel. O'Keefe, 306 U. S. 466, 59 Sup. Ct. 595, 83 L. ed. 927, 120 
A. L. R. 1466 (1939); Helvering v. Hallock, 309 U. S. 106, 60 Sup; Ct. 444, 
84 L. ed. 604, 125 A. L. R. 1368 (1940) ; Helvering Vv. Bruun, 309 U. S. 461, 
60 Sup. Ct. 631, 84 L. ‘ed. 864 (1940) ; Wisconsin v. J. C. Penney Co. 311 
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of public law,‘ is rapidly being restated by the Supreme 
Court. However, it is purblind to cling pathetically to 
the amiable fiction that the law does not change, as if 
certitude were the test of certainty,’ and it is all too fre- 
quently forgotten that uncertainty is not necessarily weak- 
ness, but often helps to make the law flexible and useful.° 
If ready answers are not forthcoming here it will be be- 


U. S. 435, 437, 61 Sup. Ct. 246, 85 L. ed. 267, 130 A. L. R. 1229 (1940) ; 
Helvering v. Clifford, 309 U. S. 331, 60 Sup. Ct. 554, 84 L. ed. 788 (1940) ; 
Higgins v. Smith, 308 U. S. 473, 60 Sup. Ct. 355, 84 L. ed. 406 (1940); Hel- 
vering v. Horst, 311 U. S. 112, 61 Sup. Ct. 144, 85 L. ed. 75, 131 A. L. R. 
655 (1940); Helvering v. Eubank, 311 U. S. 122, 61 Sup. Ct. 149, 85 L. ed. 
81 (1940); Helvering v. Le Gierse, 312 U. S. 531, 61 Sup. Ct. 646, 85 L. ed. 
996 (1941); Graves v. Schmidlapp, 315 U. S. 657, 62 Sup. Ct. 870, 86 L. ed. 
1079, 141 A. L. R. 948 (1942); Aldrich v. State Tax Commission, 316 U. S. 
174, 62 Sup. Ct. 1008, 86 L. ed. 1358 (1942); cf. the Court’s attitude in Hel- 
wee 25 — 318 U. S. 371, 63 Sup. Ct. 636, 87 L. ed. 843, 143 A. L. R. 

*E.g. see Erie R. R. Co. v. Tompkins, 304 U. S. 64, 58 Sup. Ct. 817, 82 
L. ed. 1188, 114 A. L. R. 1487 (1938); West Coast Hotel Co. v. Parrish, 
300 U. S. 379, 57 Sup. Ct. 578, 81 L. ed. 703, 108 A. L. R. 1330 (1937); 
United States v. Appalachian Electric Power Co., 311 U. S. 377, 61 Sup. Ct. 
291, 85 L. ed. 243 (1940); Nye v. United States, 313 U. S. 33, 61 Sup. Ct. 
810, 85 L. ed. 1172 (1941); Williams v. North Carolina, 317 U. S. 287, 63 
Sup. Ct. 207, 87 L. ed. 279 (1942). 

5 Hotmes, Cottecrep Lecat Papers (1921) 311; Holmes, J., dissenting 
im 1. v. United States, 250 U. S. 616, 624, 40 Sup. Ct. 17, 63 L. ed. 1173 

6 PAUL, op. cit. supra note 1, at iv; cf. Frank (quoting Justice Darling), 
Law AND THE Mopern Minp (1930) 250. In taxation, as elsewhere, much 
depends, “after all, on the idea we have of law,—whether we regard it, like 
many academic lawyers, as a static system of congealed conceptions, a ‘her- 
barium of dried plants,’ or as a developing body of principles—whether we look 
on its province as certainty, or as only the endless but necessary quest after 
certainty.” DicKINSON, ADMINISTRATIVE JUSTICE AND THE SUPREMACY OF 
Law (1927) 231. 

In an address, “The Law Above Nations,” before the Inter-American Bar 
Association on November 20, 1942, Mr. Justice Jackson said: 

“The usefulness and justice of living principles are constantly called up 
for re-examination in the process of their application to the conflicts which 
new conditions stir among men. And while the rule determines the con- 
troversies, the conflicts also test the rule. Each generation is forced to 
rethink its particular rules of law, to rework them to fit new problems 
and to revise them in terms of its own life. This process of reviewing 
and reforming steadily but slowly works into the law of each country the 
new principles that experience convinces will make for the better life.” 
Cf. the words of the same Justice in his dissenting opinion in Williams 
v. North Carolina, supra note 4, at 311. 


The attitude of the natural scientist is often helpful in acclimation to change. 
“If this discovery (of the fallibility of a previously accepted scientific law) 
comes to us as a great disillusionment, it is only because our minds are tinged 
from infancy with the hoary superstition of the absolute. We say, ‘If this great 
law is not always true, what becomes of our other exact laws?’ But can we 
have no reverence for any institution without making the childish assumption 
of its infallibility? Can we not see that exact laws like all other ultimates 
or absolutes, are as fabulous as the crock of gold at the rainbow’s end?” 
Lewis, THe ANaAToMyY oF SciENcE (1926). 
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cause the subject discussed has proved to be “a shy bird, 
not easily wooed.” The chaotic condition of the authori- 
ties has created a heavy-hanging mist through which one’s 
visibility becomes too low for safe landing. Yet it is that 
confusion, together with the currency of the problem, that 
justifies an attempt at coherent alignment of the more 
important decisions.’ 


WHAT CONSTITUTES A SUBSIDY 


It is difficult precisely to define the word “subsidy.” A 
tendency to shackle it with loose referents* has indeed left 
it no “crystal, transparent and unchanged,” ® but rather 
a word susceptible of varying shades of meaning.” It is 
defined in Webster’s New International Dictionary as 
“aid; assistance; any gift of money or property made by 
one person to another by way of financial aid.”* Later 
in the definition, however, the same authority narrows the 
connotation to “a grant of funds or property from a gov- 
ernment, as of the state or a municipal corporation, to a 


7 Perhaps here, as elsewhere, there is “no cure for law but more law.” See 
LLEWELLYN, THE BramsiLe Busu (1930) 108. 

8 Such widely different things as the exemption from tax of corporate re- 
organizations and the amounts received in settlement by contestants of wills 
have been each referred to as subsidies. See Sandberg, The Income Tax Sub- 
sidy to Reorganizations (1938) 38 Cor. L. Rev. 91, and Paut, op. cit. supra 
note 1, at 305. 

®“A word is not a crystal, transparent and unchanged; it is the skin of a 
living thought, and may vary greatly in color and content according to the 
circumstances and the time in which it is used.” Holmes, J., in Towne v. 
Eisner, 245 U. S. 418, 425, 38 Sup. Ct. 158, 62 L. ed. 372 (1918). 

10“ ‘When I use a word, Humpty Dumpty said in rather a scornful tone, 
‘it means just what I choose it to mean—neither more nor less.’ 
rm. question is,’ said Alice, ‘whether you can make words mean different 
ie... 

‘That’s a great deal to make one word mean,’ Alice said in a thoughtful tone. 

‘When I make a word do a lot of work like that,’ said Humpty Dumpty, ‘I 
always pay it extra.’ 

‘Oh!’ said Alice. She was too much puzzled to make any other remark. 

‘Ah, you should see ’em come round me of a Saturday night,’ Humpty 
Dumpty went on, wagging his head gravely from side to side: ‘for to get 
their wages you know.’” Carrott, THRouGH THE Looxinc Grass (Dial 
Press, 1931) 238. : 

Few words have worked harder for their wages than “sudsidy.”” In a study 
of the “subsidy” cases, one is reminded of Henry Adams’ statement: “No one 
means all that he says, and yet very few say all they mean, for words are 
appar’ gone thought is viscous.” Apams, Epucation oF Henry ApAMS 

11 WepsTER’s NEw INTERNATIONAL Dictionary (2d ed., G. & C. Merriam 
Co., 1942). 
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private person or company to assist in the establishment 
or support of an enterprise deemed advantageous to the 
public.” * Thereupon, the lexicographer deems it neces- 
sary to enter a caveat. “Subsidy is often inexactly used 
to designate an entire payment for services, as for carry- 
ing mail, which properly speaking includes compensation 
for actual services and a subsidy proper, consisting of the 
sum paid in excess of the compensation.” * 

Judicial definition has not been so articulate, although 
the Supreme Court had occasion to consider the nature 
of the government bounty in the early case of Allen v. 
Smith involving the Sugar Subsidy Act of March 2, 
1895. In speaking of the relative rights of the manufac- 
turer of the sugar and the producer of the sugar cane, the 
Court referred to the subsidy in these terms: 


Bounties granted by a government are never pure donations, 
but are allowed either in consideration of services rendered or 
to be rendered, objects of public interest to be obtained, produc- 
tion or manufacture to be stimulated, or moral obligations to be 
recognized. 


By and large, however, the courts have treated the defi- 
nition of subsidy as apodictic and turned their attention to 
a consideration of the benefits sought to be accomplished 
by the grant.** Such an approach is more likely to avoid 
the unwise glibness of some semanticists** and tends to 


12 bid; see also Att’y Gen. of Canada v. ?._ & Saquenay R. Co., 23 
Can. R. Cas. 310, 17 Can. Exch. 306, 41 Dom. L. Rep. 576, 580 (1917). 

13 WEBSTER’S, op. cit. supra note 11. 

14173 U.S. 389, 402, 19 Sup. Ct. 446, 43 L. ed. 741 (1899). 

15 Cf. the Supreme Court’s approach to the . presented in Edwards 
v. Cuba R. R. Co., supra note 2, and Texas & Pac. Ry. Co. v. United States, 
286 U. S. 285, 52 Sup. Ct. 528, 76 L. ed. 1108 (1932), discussed below. 

16 See United Shipyards, Inc. v. Hoey, 131 F. (2d) 525, n. 5 (C. C. A. 2d, 
1942). However, the need for a semanticist to discover a synonym for the 
word “subsidy” has recently been suggested in a discussion of Congressional 
opposition to the use of the subsidy to prevent inflation. Peter Edson, in a 
column appearing in the Wasnincton Dairy News, Nov. 3, 1943, writes: 


“President Roosevelt took 10,000 words in the longest message ever sent 
to Congress to spell out the wartime food problem but when you have 
swallowed, chewed the cud over and digested those 10,000 words, they milk 
out into the pail as nothing more than the need for one little word. What's 
wanted is a substitute and synonym for the word ‘subsidy.’ The President 
says the only way to keep down the cost of living is thru subsidies. 
Congress, in its present frame of mind, doesn’t want anything to do with 
a subsidy, which it considers a naughty word. The solution is to find some 
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pin down the idea behind the word “subsidy” before both- 
ering too much about the word itself.” 


CONSTITUTIONAL STATUS OF THE SUBSIDY 


The right of Congress to subsidize private undertaking 
as a necessary and proper means to the exercise of enumer- 
ated powers under the Constitution has been recognized, 
inferentially at least, ever since McCulloch v. Maryland.” 
Later came Thomson v. Union Pacific Ry. Co.” and the 
constitutionality of Congressional subsidization of private 
activity deemed “necessary and proper” in the exercise of 
specific powers became established. The Thomson case 
arose in the period immediately following the Civil War 


other fairer name for the thing and call it that. Or find some orange juice 
to make Congress swallow the castor oil of subsidies, and like it. 

“Congress has not always been opposed to subsidies. The farm organi- 
zations have not always been opposed to subsidies. Subsidies are admittedly 
nice things to have when prices go down. A ‘soil conservation payment’ is 
acceptable, even tho a subsidy. An acreage allotment ‘benefit payment’ is 
acceptable, tho it’s a subsidy. ‘Crop loans’ are subsidies when the market 
price goes below the loan value. They are all acceptable, apparently, just 
so Jong as they’re not called by the nasty name of ‘subsidy.’ 

“Leon Henderson dragged out the ‘roll back’ sohaldy and got burned 
on it. Claude R. Wickard invented the ‘incentive payment’ subsidy and got 
busted. Congress would have none of either. Currently, the new price 
administrator, Chester Bowles, has been toying with the phrase ‘produc- 
tion bonus,’ but it hasn’t been formally presented as yet and whether 
Congress would like it any better is a question. The need for the semantics 
expert is everpresent.” 


Perhaps “we should have some name such as ‘Wousin’ to denote it by,” . 
rane 1 3 nae in Chrestensen v. Valentine, 122 F. (2d) 511, 525 

17 ay Andrews v. Commissioner, 135 F. (2d) 314 (C. C. A. 2d, 1943), in 
which Frank, C. J., discussing the troubled history of the word “value,” re- 
marks at 317: 


“Words are invaluable implements. But they are merely perfected point- 
ers, substitutes for the index finger. If you point a finger or a word at 
nothing, your pointing will not convert the nothing into something; 
talking of an eight-legged monkey with scales and fins will not bring such 
a quaint creature into existence; and if an object which you name is 
existent but vague, its vagueness will not vanish under the spell of the 
mame no matter how precise.” See further Judge Frank’s opinion in 
Commissioner v. Marshall, 125 F. (2d) 945 (C. C. A. 2d, 1942). 


See also Baboquivari Cattle Co. v. Commissioner, 135 F. (2d) 114 (C. C. A. 
9th, 1943), discussed in detail, infra, where the Court observed at 116: 


“It is of little importance, we think, what name be applied to the pay- 
ments, whether they be called ‘subsidies’ as insisted upon by the taxpayer 
or ‘benefits’ as they were termed by the Board. In either event they are 
within the broad concept of income as that term is defined in §22 (a) 
of the 1936 Act.” 

184 Wheat. 316, 4 L. ed. 579 (1819). 
199 Wall. 579, 19 L. ed. 792 (1870). 
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when Congress was engaging in large-scale subsidization 
of the railroad expansion in the Western United States. 
It was claimed that under the principles of the McCul- 
loch decision, the property of the railroad companies so 
subsidized was exempt from taxation by the states in 
which they were chartered. That contention was rejected 
by the Court, and McCulloch v. Maryland was found 
distinguishable upon the ground that the Bank of the 
United States there involved was a corporation of the 
United States and a true agent in the execution of the con- 
stitutional powers of the Federal Government, whereas 
the railroad companies involved in the Thomson case 
were state corporations engaged merely in the perform- 
ance of services for the United States.” However, the 
decision clearly recognizes the power of Congress to sub- 
sidize developments in which the government is properly 
interested. In his consideration of that principle, Mr. 
Chief Justice Chase said: 


We do not doubt, however, that upon the principles settled 


by that judgment [i.e., McCulloch v. Maryland], Congress may, 
in the exercise of powers incidental to the express powers men- 
tioned by counsel, make or authorize contracts with individuals 


20 Cf. Union Pac. Ry. Co. v. Peniston, 18 Wall. 5, 21 L. ed. 787 (1873) ; 
California v. Central Pac. Ry. Co., 127 U. S. 1, 8 Sup. Ct. 1073, 32 L. ed. 
150 (1888). 

21 An interesting use of the subsidy in connection with the wartime system 
of price controls has been suggested by Leon Henderson, former Administrator, 
Office of Price Administration, in a speech to the New England Council and 
Boston Advertising Club on November 19, 1942. In discussing the serious 
—— problem of rising costs now confronting industry, Mr. Henderson 
said: 

“And despite your efforts to reduce costs, they are going to rise in 
many instances, despite the fact that both materials and labor have been 
stabilized. . . . 

“And who will absorb these costs? Wherever it is humanly possible 
they must be absorbed by industry. At the moment, industry is making suffi- 
cient profits to permit that absorption in a great many cases. In those 
cases, where the ‘squeeze’ of increased costs is so great as to hinder pro- 
> = of essential civilian goods, the government must do one of three 
thing: 

“te can raise ceiling prices and allow those increased costs to spiral 
upward throughout our industrial structure; it can simply turn its back 
and allow the industry to go out of business for the duration; it can 
assist industry—as we are now doing—to hold down costs by standardiza- 
tion and simplification; or it can subsidize. Experience has proved over 
and over again that subsidy, carefully administered and sparefully used,— 
is the cheapest, and best way to solve the problem of increased costs under 
a system of rigid controls.” (Emphasis supplied.) 
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or corporations for services to the government; may grant aids, 
by money or land, in preparation for, and in the performance of, 
such services; may make any stipulation and conditions in rela- 
tion to such aids not contrary to the Constitution and may ex- 
empt, in its discretion, the agencies employed in such services 
from any state taxation which will really prevent or impede the 
performance of them. (Emphasis supplied.) 


Clearly, then, the Congressional subsidy when used in 
conjunction with a proper exercise of enumerated powers 
is constitutional.” Its status for income tax purposes is 
much less clear. 


Is A SUBSIDY TO BE CONSIDERED TAXABLE INCOME WITH- 
IN THE MEANING OF THE SIXTEENTH AMENDMENT? 


A. Edwards v. Cuba Railroad Co. 


The very existence of government being dependent 
upon the power of taxation, Congress has wide discre- 
tionary power in levying taxes,” particularly since the 


22 Cf, United States v. Butler, 297 U. S. 1, 56 Sup. Ct. 312, 80 L. ed. 477, 
102 A. L. R. 914 (1936). It will be recalled that this famous case invalidated 
the Agricultural Adjustment Act of 1933, on the ground that the Act was an 
unconstitutional plan whereby federal control and regulation was to be extended 
to the field of agricultural production, a subject matter reserved to the States 
under the Tenth Amendment. In connection with a consideration of the 
proper usage of government subsidies, it is interesting to note the questionable 
position of the majority of the Court with respect to government expenditures 
generally. Although admitting that the power to spend money for the general 
welfare is a broad power and includes objectives that are not specifically enu- 
merated in the Constitution (the so-called “Hamiltonian” theory), the Court 
nevertheless holds that such spending power does not extend to establishing 
by a method of expenditure what is in effect a regulatory scheme designed to 
control affairs internal to the several states. Cf. Mulford v. Smith, 307 U. S. 
38, 59 Sup. Ct. 648, 83 L. ed. 1092 (1939) ; Wickard v. Filburn, 317 U. S. 111, 
62 Sup. Ct. 82, 87 L. ed. 122 (1942). 

It is not deemed within the scope of this article to elaborate upon the 
question—incidental to this discussion—of the considerations which enter into 
the determination of when a governmental subsidy or bounty has been granted 
properly and in pursuance of the enumerated powers of Congress. For a com- 
prehensive review of the subject, see United States ex rel. The Miles Planting 
& Mfg. Co. v. Carlisle, 5 App. D. C. 138 (1895). See also Citizens Savings 
& Loan Ass’n v. la 20 Wall. 655, 22 L. ed. 455 (1875); Parkersburg v. 
Brown, 106 U. S. 487, 1 Sup. Ct. 442, 27 L. ed. 238 (1883) ; Cole v. La 
Grange, 113 U. RS 1, 5 Sup. Ct. 416, 28 'L. ed. 896 (1885) ; Lowell v. Boston, 
111 Mass. 454 (1873) : Central Branch U. P. R. R. Co. v. Smith, 23 Kan. 525 
(1880) ; Opinions of the Judges, 58 Me. 587 (1870); Matter of Niagara Falls 
and Whirlpool R. R. Co., 108 N. Y. 375, 15 N. E. 429 (1888) ; People v. 
Salem, 20 Mich. 452 (1870) ; and Curtis v. Whipple, 24 Wis. 350 (1869). See 
Collier, Judicial Bootstraps "and the a Welfare Clause—The A. A. A. 
Opinion (1936) 4 Geo. WasH. L. Rev. 2 

28 See Tyler v. United States, 281 - 'S 497, 50 io. Ct. 356, 74 L. ed. 991 
(1930), discussed in (1930) 16 Corn. L. Q. 114; Bromley v. McCaughn, 280 
U. S. 124, 50 Sup. Ct. 46, 74 L. ed. 226 (1929); Barclay & Co. v. Edwards, 
267 U. S. 442, 45 Sup. Ct. 348, 69 L. ed. 703 (1 925). 
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enactment of the Sixteenth Amendment which gave Con- 
gress the unquestioned power to levy and collect taxes on 
income without apportionment.* Since a statutory pro- 
vision is to be construed, if possible, so as to free it from 
constitutional doubts,” a definite tendency on the part of 
the courts may be noted to sustain the constitutionality of 
a tax wherever possible.” 


As may be expected, however, the question as to what 
is income™ has given rise to considerable litigation. Such 


24See Brushaber v. Union Pac. Ry. Co., 240 U. S. 1, 36 Sup. Ct. 236, 60 
L. ed. 493 (1916). 

25 United States v. Shreveport Grain & Elevator Co., 287 U. S. 77, 53 Sup. 
Ct. 42, 77 L. ed. 175 (1932); Helvering v. Independent Life Ins. Co., 292 
U. S. 371, 54 Sup. Ct. 758, 78 L. ed. 1311 (1934); Lucas v. Alexander, 279 
U. S. 573, 49 Sup. Ct. 426, 73 L. ed. 851 (1929); Reinecke v. Northern Trust 
Co., 278 U. S. 339, 49 Sup. Ct. 123, 73 L. ed. 410 (1929); Lewellyn v. Frick, 
268 U. S. 238, 45 Sup. Ct. 487, 69 L. ed. 934 (1925); Stratton’s Independence, 
Ltd. v. Howbert, 231 U. S. 399, 34 Sup. Ct. 136, 58 L. ed. 285 (1913). It isa 
“heroic” remedy to declare a statute unconstitutional (Cohan v. Commissioner, 
39 F. (2d) 540 (C. C. A. 2d, 1930)), the “greatest and most delicate duty” 
the Supreme Court is called on to perform (Mr. Justice Holmes’ concurring 
opinion in Blodgett v. Holden, 275 U. S. 142, 48 Sup. Ct. 105, 72 L. ed. 206 
(1927) ). See, however, United States v. Butler, supra note 22. 

26 A statute is unconstitutional if in conflict with the Constitution but not 
merely because it may be unwise. Pennsylvania Co. for Insurances v. Lederer, 
292 Fed. 629 (E. D. Pa. 1921). See also Knowlton v. Moore, 178 U. S. 41, 
20 Sup. Ct. 747, 44 L. ed. 969 (1900). In Newark Fire Ins. Co. v. State Bd. 
of Tax App., 307 U. S. 313, 59 Sup. Ct. 918, 83 L. ed. 1312 (1939), Mr. 
Justice Frankfurter, in a concurring opinion, stated: 


“Wise tax policy is one thing; constitutional prohibition quite another. 
The task of devising means for distributing the burdens of taxation equit- 
ably has always challenged the wisdom of the wisest financial statesmen. 
Never has this been more true than today when wealth has so largely 
become the capitalization of expectancies derived from a complicated net- 
work of human relations.” 


27 A refinement of the problem may occur nting upon whether the word 
is being used in the constitutional sense. See Evans v. Gore, 253 U. S. 245, 
40 Sup. Ct. 550, 64 L. ed. 887 (1920), discussed in (1920) 34 Harv. L. Rev. 
70, 85; (1920)' 30 Yate L. J. 75; (1921) 5 Minn. L. Rev. 145; (1922) 20 
Micu. L. Rev. 540, but see O’Malley v. Woodrough, 307 U. S. 277, 59 Sup. Ct. 
838, 83 L. ed. 1289, 122 A. L. R. 1379 (1939); or in the statutory sense as 
used for example, in I. R. C. §22 (a). In the latter case a series of judge- 
made rules for statutory construction have been worked out from time to time. 
See I Mertens, Law or Feperat INcome Taxation (1942) 54-123. Some 
are peculiar to tax law, such as the rule that doubts should be resolved in 
favor of the taxpayer, occasionally more honored in its breach than its observ- 
ance. See Gould v. Gould, 245 U. S. 151, 38 Sup. Ct. 53, 62 L. ed. 211 (1917) ; 
United States v. Wigglesworth, 28 Fed. Cas. No. 16,690 (C. C. D. Mass. 1842) ; 
cf. White v. United States, 305 U.S. 281, 59 Sup. Ct. 179, 83 L. ed. 172 (1938). 
Exemption and deduction provisions, on the other hand, are to be strictly 
construed. See Helvering v. Northwest Steel Rolling Mills, 311 U. S. 46, 
61 Sup. Ct. 109, 85 L. ed. 29 (1940); United States v. Stewart, 311 U. S. 60, 
61 Sup. Ct. 102, 85 L. ed. 40 (1940); Deputy v. du Pont, 308 U. S. 488, 60 
Sup. Ct. 363, 84 L. ed. 416 (1940); Stanton v. Baltic Mining Co., 240 U. S. 
103, 36 Sup. Ct. 278, 60 L. ed. 546 (1916); Burnet v. Thompson’ Oil & Gas 
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a case is Edwards v. Cuba Railroad Co.,* perhaps the 
leading case on the subject under discussion. The plain- 
tiff railroad company, a New Jersey corporation, had ap- 
plied for refund of income taxes assessed against it under 
the Revenue Act of 1916 and paid by it under protest. 
Pursuant to an act of the Cuban Congress, plaintiff 
entered into an agreement with the Cuban government to 
construct and operate a railroad on the routes and be- 
tween the places specified and also to reduce current first- 
class and government rates. In return, the government 
agreed to pay the railroad subsidies amounting to $6,000 
per kilometer as authorized by the congressional act. 
Later, the railroad built another line under a similar con- 
tract by which plaintiff agreed to carry public corre- 
spondence free of charge on the new line, to carry small 
produce at 50 per cent of the tariff, and to allow telegraph 
and telephone stations to be established by the government 
alongside the right-of-way. In addition to the money sub- 
sidies paid under this contract (again proportionate to 
the mileage completed), the government turned over to 
plaintiff certain land, buildings, construction and equip- 


Co., 283 U. S. 301, 51 Sup. Ct. 418, 75 L. ed. 1049 (1931); Professor Gris- 
wold’s comments, (1943) 56 Harv. L. Rev. 1142; cf. Davis v. United States, 
87 F. (2d) 323 (C. C. A. 2d, 1937), cert. den. 301 U. S. 704, 57 Sup. Ct. 937, 
81 L. ed. 1359 (1937); see also (1936) 36 Cor. L. Rev. 274. Statutes of 
limitations in taxing acts should be liberally construed in favor of the taxpayer. 
See Bowers v. New York & Albany Lighterage Co., 273 U. S. 346, 47 Sup. 
Ct. 389, 71 L. ed. 676 (1927). There is a presumption against double taxation. 
See United States v. Supplee-Biddle Hardware Co., 265 U. S. 189, 44 Sup. Ct. 
546, 68 L. ed. 970 (1924) ; Maass v. Higgins, 312 U.S. 443, 61 Sup. Ct. 631,85 
L. ed. 940, 132 A. L. R. 1035 (1941). The entire field of statutory construction 
of revenue acts has been immeasurably complicated by the dubious rule that 
Treasury regulations and interpretations long continued without substantial 
change, applying to unamended or substantially re-enacted statutes, are deemed 
to have received congressional approval and have the effect of law. See Brew- 
ster v. Gage, 280 U. S. 327, 50 Sup. Ct. 115, 74 L. ed. 457 (1930); Helvering 
v. R. J. Reynolds Tob. Co., 306 U. S. 110, 59 Sup. Ct. 423, 83 L. ed. 536 
(1939); Helvering v. Wilshire Oil Co., 308 U. S. 90, 60 Sup. Ct. 18, 84 
L. ed. 101 (1939) ; Helvering v. Hallock, ‘supra note 3; Helvering v. Reynolds, 
313 U. S. 428, 61 Sup. Ct. 971, 85 L. ed. 1438, 134 "A. L. R. 1155 (1941) ; 
Helvering v. Griffiths, supra note 3; White v. Winchester Country Club, 315 
U. S. 32, 62 Sup. Ct. 425, 86 L. ed. 619 (1942) ; Commissioner v. Merchants 
National Bk. of Boston, 320 U. S. 256, 64 Sup. Ct. 108 (1943). See Paut, 
Stupies IN FEDERAL TAXATION (Third Series, 1940) 420; Brown, Regula- 
tions, Re-enactment, and the Revenue Acts (1941) 54 Harv. L. Rev. 377; 
Griswold, A Summary of the Regulations Problem, tbid., at 398; MERTENS, 
op. cit. supra, at §§ 3.20, 3.21, 3.22, 3.23, 3.24 and 3.25. 
28 See supra note 2 
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ment which had theretofore been acquired by the state in 
an earlier effort to build the line. All these subsidy pay- 
ments were credited to a suspense account and later trans- 
ferred to surplus where they were used for capital expend- 
itures, although not entered on plaintiff's books as a 
reduction of the cost of construction.” These payments, 
amounting to $1,696,216.20, were not carried into plain- 
tiff’s federal income tax returns. Whereupon the Com- 
missioner of Internal Revenue assessed an additional tax 
on the ground that the amounts so received * were merely 
payments in advance on account of transportation service 
later to be performed by plaintiff, and therefore were to 
be deemed income and taxable as such. The plaintiff, on 
the other hand, insisted that the subsidy payments could 
not be considered income within the meaning of the Six- 
teenth Amendment. The Court held that the subsidy 
payments were not paid for services rendered or to be 
rendered but rather to induce construction and operation 
of the railroads and that consequently they could not be 


considered income within the meaning of the Sixteenth 
Amendment.” After commenting that these subsidy pay- 


29 Principles of accounting, of course, must be given weight in the considera- 
tion of nearly all problems arising in the field of federal income taxation, 
since ordinarily statutory net income is commercial net income subject to 
certain modification and limitations with respect to exemptions and deductions. 
Basically, however, income for tax purposes is to be determined by the tax 
statute and not under accounting principles although reasonably well-settled 
theories of accounting may be often helpful in a proper interpretation of the 
statute. See Dobson v. Commissioner, 64 Sup. Ct. 239 (1943); Old Colony 
R. Co. v. Commissioner, 284 U. S. 552, 52 Sup. Ct. 211, 76 L. ed. 484 (1932) ; 
Central Ry. Co. of N. J. v. Commissioner, 79 F. (2d) 697 (C. C. A. 3rd, 1935) ; 
Baboquivari Cattle Co. v. Commissioner, supra note 17, discussed infra. In the 
latter case, the court made caustic reference to the accounting methods used 
by taxpayer (page 116): “Obviously, the manner in which the taxpayer en- 
tered the items on its books is of no moment.” Distinction between “accounting 
profits” and “income tax profits” are pointed out by Cooke, The Legal Content 
of the Profit ——— (1937) 46 Yara L. J. 435. See also Mertens, op. cit. 
supra note 27, at § 5.03. 

30 The Commissioner conceded that the value of the lands and other physical 
property handed over to aid the railroad in the completion of the line under 
the second contract was not taxable income, and their value had never been 
considered in levying the disputed tax. See Edwards v. Cuba Railroad Co., 
supra note 2, at 632. 

81 Mr. Justice Butler, in Edwards v. Cuba Railroad Co., supra note 2, at 

age 631 of his opinion, phrased a famous, but somewhat meaningless, statement 
in the generality of which many harried taxpayers have sought refuge from 
time to time: 
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ments are not “mere gratuities” ** but are usually given 
to promote settlement and development of resources in 
the territory to be served, Mr. Justice Butler, speaking 
for an unanimous Court, said: 


Relying on the contract for partial reimbursement, plaintiff 
found the money necessary to construct the railroad. The sub- 
sidy payments were proportionate to mileage completed; and 
this indicates a purpose to reimburse plaintiff for capital expend- 
itures. All—the physical properties and the money subsidies— 
were given for the same purposes. It cannot reasonably be held 
that one was contribution to capital assets, and that the other 
was profit, gain or income. Neither the laws nor the contracts 
indicate that the money subsidies were to be used for the pay- 
ment of dividends, interest or anything else properly chargeable 
to or payable out of earnings or income. . . . They were not 
profits or gains from the use or operation of the railroad, and 
do not constitute income within the meaning of the Sixteenth 
Amendment. (Emphasis supplied.) 


At the time, this seemingly innocuous decision attracted 
only casual attention.** Later, however, as its boundaries 
were more fully delineated by what almost seemed to be 
a remorseful Court,” the decision was subjected to rather 
severe censure.” It was just as stoutly defended.” 


Professor Rottschaefer™ believes the decision turned 
upon the Court’s conviction that the Cuban government 
intended its payments to serve as reimbursement for capi- 
tal expenditures made by the railroad. While admitting 
this to be true, he puzzles over the fact that at the close 
of the transaction, the railroad still owned its capital con- 
struction and had the subsidy in addition. Faced with 
this apparent paradox, Professor Rottschaefer concludes 


“The Sixteenth Amendment, like other laws authorizing or imposing 
taxes, is to be taken as written and is not to be extended beyond the 
meaning clearly indicated by the language used.” Cf. dissenting opinion in 
Eisner v. Macomber, infra note 81, where Mr. Justice Holmes stated his 
belief that the purpose of the Sixteenth Amendment “was to get rid of 
nice questions as to what might be direct taxes.” 

82 Cf. Valley Waste Disposal Co. v. Commissioner, 38 B. A. 452 (1938). 

83 A brief case note summarized the decision in (1926) 10 eR L. Rev. 270. 

84 See Texas & Pac. Ry. Co. v. United States, supra note 15, discussed below. 

35 See Rottschaefer, The Concept of Income in Federal Taxation (1929) 13 
Minn. L. Rev. 637; Macitt, Taxaste Income (1936) 341-346. 

86 See Harvey, Some Indicia of Capital Transfers Under the Federal In- 
come Tax Laws (1939) 37 Micu. L. Rev. 745. 

87 Supra note 35. 
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that the Court has erred in its conception of what consti- 
tutes a capital receipt. To him, such an acquisition is 
limited to two categories: (1) the substitution of one asset 
for another of equal value or the acquisition of an asset 
offset by an equivalent liability, and (2) an outright gift. 
The Cuba Railroad case involving neither category, he 
felt it must necessarily involve an income transaction. He 
says: 

The fundamental fallacy that underlies the reasoning in Ed- 
wards v. Cuba R. R. Co. is that the character of a receipt is 
made to depend on its disposition rather than on the nature of 
the transaction in which received, as if the use of corporate net 


earnings to increase fixed plant could alter the income character 
of the transactions producing the net earnings. ** 


Professor Roswell Magill, in a stimulating discussion 
of the Cuba Railroad case, finds himself aligned with 
Rottschaefer and concludes that the case is unsound.” He 
too is concerned with the fact that “after the corporation 
was reimbursed for its capital outlay by the Government 
of Cuba, it still had its capital investment, plus the sub- 


38 Rottschaefer, supra note 35, at 670. See answer to this contention made 
by Harvey, supra note 36, at 746-747: 


“It is difficult to understand how one may classify any transaction with- 
out knowing the circumstances out of which it arose or the purpose for 
which it was intended. The mere transfer of a sum of money is a most 
equivocal transaction. It may be the purchase price of a new hat; it may 
be a loan; it may be the repayment of a loan; it may be a gift} it may 
be almost anything. If it is a fallacy to inquire into the circumstances 
surrounding the receipt of money, many a bookkeeper has been thrown 
into a needless frenzy by the receipt of a quantity of money with no ex- 
planation regarding its source or the purpose for which it was received. 

While no limitation was placed on the Cuba Railroad with regard to 
the disposition of the subsidy payment, yet it is clear from all the cir- 
cumstances surrounding the transaction that their purpose was to reim- 
burse the plaintiff for capital expenditures.” (Emphasis supplied.) 


Cf. also the classic definition of capital by John Stuart Mill, 1 Mit, Prin- 
CIPLES OF PotiticaL Economy (1830) Bk. 1, Ch. 3, §1: 

“What capital does for production is to afford shelter, protection, tools, 
and materials which the work requires, and to feed and otherwise maintain 
the laborers during the process . . . whatever things are destined for this 
use—destined to supply productive labor with these various prerequisites— 
are capital.” (Emphasis supplied.) 


a: also Decatur Water Supply Co. v. Commissioner, 88 F. (2d) 341 
(C. C. A. 7th, 1937), and Commissioner v. A. P. Giannini, 129 F. (2d) 638 
(C. ¢. A. 9th, 1942), discussed 7. Cf. Holly Development Co. v. Com- 
missioner, 93 F. (2d) 146 (C. C. A. 9th, 1937). See MeErtENs, op. cit. supra 
note 27, at § 17.23. 

89 MaGILL, TAXABLE INcoME (1936) 341-346. 
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sidy in addition.” *” Pointing to the net increase in the 
railroad’s actual assets, which was properly credited to 
surplus, he criticizes the Court’s observation that nothing 
in the case indicated the subsidy money was to be used for 
payment of dividends, interest or anything else properly 
chargeable against earnings or income: 


Nevertheless, the moneys were actually carried to surplus and 
therefore could be so used. Moreover, the manner of disposi- 
tion of a receipt by the recipient in other cases does not deter- 
mine its character as income or capital ; ** the fact that I invest 
a part of my salary in a house or U. S. Steel stock, instead of 
spending it, does not take it out of my gross income.*? 


There can scarcely be disagreement on the validity of 
Magill’s observation that, generally speaking, what one 
does with one’s income does not serve to convert it into 
some non-taxable other thing.** Otherwise, the notorious 
ingenuity of the taxpayer might emasculate the income 
tax. However, it is possible to generalize otherwise sound 
propositions into doubtful reasoning.** In ambiguous 
transactions, the manner of use or disposition of payments 
received is likely to become of considerable importance 
in disclosing the purpose of the transaction and thus clari- 
fying the nature of the receipt and its status for income 
tax purposes. 


In Decatur Water Supply Co. v. Commissioner,” the 


40 [bid., at 341. 

41 But see supra note 38. 

42 Macitt, TAXABLE INcomE (1936) 342. 

43 Blum v. Helvering, 74 F. (2d) 482 (App. D. C. 1934), cert. den. 295 U. S. 
732, 55 Sup. Ct. 643, 79 L. ed. 1681 (1935); Lonsdale v. Lucas, 32 F. (2d) 
537 (C. C. A. 8th, 1929), cert. den. 280 U. S. 575, 50 Sup. Ct. 30, 74 L. ed. 
627 (1929); Standard Slag Co. v. Commissioner, 63 F. (2d) 820 (App. D. C. 
1933) ; Cleveland Ry. Co. v. Commissioner, 36 F. (2d) 347 (C. C. A. 6th, 1929) ; 
Kell v. Commissioner, 88 F. (2d) 453, (C. C. A. 5th, 1937). See also Mer- 
TENS, op. cit. supra note 27, at § 17.23. s ’ 

44Mr. Randolph E. Paul’s wise, if disconcerting, advice to the lawyer in 
tax avoidance cases has its applicability in this field also: 


“Whatever may be the penalty for audacity in other fields of law, a 
lawyer has no right to venture into the law of tax avoidance without being 
inoculated with the cynical acid of distrust. . . . He must watch for 
inarticulate law. If he reads with trust, he is as lost as a babe in the 
woods. He must read between the lines, catching the overtones. The true 
message in tax avoidance cases will hardly ever be found in the mere 
words employed, but only in a free translation which does justice to that 
which is not, and perhaps cannot be, written.” Pau, Stupies In FEDERAL 
TaxaTION (1937) 99. 

45 Supra note 38. 
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use and disposition of moneys received by the taxpayer- 
utility appears to have been an important factor in the 
court’s decision that a portion of the receipts was non- 
taxable. Finding itself with both an inadequate water 
supply and insufficient funds with which to construct the 
necessary reservoir, the city of Decatur, Illinois, brought 
about the organization of a public utility. By the flota- 
tion of capital and preferred stock, the utility was able to 
finance the project and to engage in its sole function of 
operating the water works. All revenue from operation 
was received by the city of which 90% was turned over 
to the taxpayer-utility. Under its charter and the pro- 
visions of an elaborate contract with the city, the utility 
was obligated to apply its percentage share in operating 
revenues to the retirement of its preferred stock at par, 
after payment of expenses and 7% dividends on the pre- 
ferred. In its income tax returns for the years in question, 
the utility excluded all amounts used by it in retirement 
of its preferred stock, although it admitted its taxability 
on the amounts used to pay the 7% preferred dividend. 
The Commissioner asserted a deficiency on the ground 
that taxpayer’s use of its receipts to retire capital obliga- 
tions could not affect their original character as income. 

The Seventh Circuit Court of Appeals reversed the 
Board of Tax Appeals and sustained the utility’s conten- 
tions. ;Emphasizing that the disputed portion of the com- 
pany’s |receipts was inalterably limited to retirement of 
preferred stock and “earmarked” for that single purpose, 
the court pointed out that such capital retirement inured 
not to the benefit of the utility but to that of the city which 
held am option to purchase the properties from the tax- 
payer at an agreed figure. Under such circumstances the 
court could not “see how this restoration of capital can 
equitably be said to be a taxable income of the com- 
pany.” 46 


cise” tat 345. See Geneva Water Co. v. Commissioner, 37 B. T. A. 582 
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Lip service was paid by the court to the rule that the 
disposition of his income by a taxpayer is of no moment 
as regards his taxable status, and the inference is left that 
the court does not consider the company’s receipts from 
operation to have been income at all. Such a construction 
would be very difficult to maintain, however, without giv- 
ing controlling emphasis to the disposition of the funds 
intended by the parties to the transaction.“ 

The Ninth Circuit Court of Appeals later had occasion 
to consider the problem in an analogous situation. In 
Commissioner v. A. P. Giannini,“ the taxpayer had re- 
fused to accept a portion of his authorized compensation 
as president of a corporation. Thereafter, in accordance 
with taxpayer’s suggestion, the corporation donated the 
rejected compensation to a university where it was used 
to establish a Foundation in taxpayer’s honor. It was held 
that the amount of the donation was not income to the tax- 
payer, the court relying on its finding “that the taxpayer 
did not receive the money, and that he did not direct its 
disposition.” It appears to have been true that the tax- 
payer had participated in the details and consummation 
of the donation only in his capacity as an officer of the 
corporation. Had he participated in the disposition of 
the money as an individual donor, it is impossible from 
the court’s language to escape the conclusion that the deci- 
sion would have gone the other way. Ordinarily, a tax- 
payer may not turn his back upon income by choosing not 
to receive such amounts as are ascertainable and subject 


47 Decatur Water Supply Co. v. Commissioner, supra note 38, at 346 where, 
after referring to the general validity of the rule stated by Professor Magill, 
the Court said: 


“It would be only by closing our eyes to the undisputed facts, which 
so clearly disclose the purpose of the parties that we could say this fund 
was an income to the company.” (Emphasis supplied.) 


See also Appeal of Paducah & Ill. R. R. Co., 2 B. T. A. 1001 (1925), where 
the Board held that certain portions of the taxpayer’s receipts from toll charges 
were not taxable as income because they “were used for the purpose of 
retiring its funded debt.” 


48 Supra note 38, aff’g 42 B. T. A. 546 (1940). 
2 
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to his command.” If, however, he not only refuses in- 
come to which he is entitled, but also takes no part in its 
subsequent disposition, the latter factor appears to control 
the question of whether he will be held to have received 
taxable income.” 

It should be pointed out that the Cuba Railroad case 
may be distinguished from a situation such as that in- 
volved in the Decatur Water Supply Co. case,” since the 
receipts of the water company were in a sense ear- 
marked * by reason of the company’s charter requirement 


49 The so-called doctrine of constructive receipt is more fully developed in 
Corliss v. Bowers, 281 U. S. 376, 50 Sup. Ct. me 74 L. ed. 916 (1930). See 
also Schoenheit v. Lucas, 44 F. (2d) 476 (C. C. A. 4th, 1930); Burns v. 
Lucas, 31 F. (2d) 399 (C. C. A. 5th, 1929), cert. den. 280 U. S. 564, 50 Net 
Ct. 25, 74 L. ed. 618 (1929) ; John I. Chipley v. a 25 B. T. A. 
1103 (1932) ; ; MERTENS, op. cit. supra note 27, at Ch. 


50 Cf. Helvering v. Horst, 311 U. S. 112, 61 Sup. - "ats 85 L. ed. 75, 131 
A. L. R. 655 (1940); Helvering v. Eubank, 311 U. S. 122, 61 Sup. Ct. 149, 
85 L. ed. 81 (1940); Harrison v. Schaffner, 312 U. S. 579, 61 Sup. Ct. 759, 
85 L. ed. 1055 (1941) ; Lucas v. Earl, 281 U. S. 111, 50 Sup. Ct. 241, 74 L. ed. 
731 (1930). It will be recalled that in the Horst case the taxpayer had clipped 
a number of interest coupons from his bonds shortly before their due date 
and given them outright to his son, who collected the interest at maturity. 
Nevertheless, the donor was held taxable to the full extent of the interest paid, 
the Court saying at pages 116, 118: 


“This [i.e., receipt of taxable income] may occur when he has made 
such use or disposition of his power to receive or control the income as 
to procure in its place other satisfactions which are of economic worth. 
. . . The power to dispose of income is the equivalent of ownership of it. 
The exercise of that power to procure the payment of income to another is 
the enjoyment, and hence the realization, of the income by him who exer- 
cises it.” (Emphasis supplied.) 


See also John Harvey Kellogg v. Commissioner, 2 T. C. No. 139 (1943) ; 
Richard R. Deupree v. Commissioner, 1 T. C. 113 (1942); and Berkeley Hall 
School, Inc. v. Commissioner, 31 B. T. A. 1116 (1935). In the latter case, 
land had been conveyed by interested owners to the trustees of a private school 
for the purpose of subdivision and sale. The gain realized by the school on 
sale of the property was held not tq be taxable income. Cf. Taft v. Bowers, 
278 U. S. 470, 49 Sup. Ct. 199, 73 L. ed. 460 (1929). The disposition and 
destination of income has been given controlling effect in the determination 
of a taxpayer’s qualification as an exempt organization under I. R. C. § 101. 
See Trinidad v. Sagrada Orden, 263 U. S. 578, 44 Sup. Ct. 204, 68 L. ed. 458 
(1924), and Koon Kreek Klub v. Thomas, S08 F. (2d) 616 (C. C. A. 5th, 1939). 

51 The Seventh Circuit Court itself, however, relied heavily on the Cuba 
Railroad case and said at 347, supra note 38: 


“Respondent attempts to distinguish this case [i.e., Edwards v. Cuba 
Railroad Co.] upon the facts and denies any analogy to the instant case. 
A careful examination of the facts of that case, however, convinces us 
that the analogy is pronounced and the decision persuasive.” 


52 See Jones v. United States, 60 Ct. Cl. 552 (1925), in which it was held 
that an amount received by a major in the United States Army earmarked as 
commutation of quarters was not taxable income. 
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that all funds in excess of expenses and a 7% preferred 
dividend must be used in retirement of the preferred 
stock. As was pointed out by Professor Magill, however, 
there was no such limitation placed on the Cuba Railroad 
with respect to the disposition of the subsidy payments 
received by it. Yet the obvious purpose of the subsidies 
was to reimburse the railroad for its capital expendi- 
tures,”* and the Court seems clearly justified in refusing to 
classify such a transaction as one affecting income.” 


B. Texas & Pacific Ry. Co. v. United States 


Several years after the Cuba Railroad decision a series 
of cases arose which resulted in the Supreme Court’s 
enunciation of a fairly clear distinction between govern- 
ment subsidies resulting in income to the recipient and 
those merely affecting his capital structure.” In Texas & 
Pacific Ry. Co. v. United States,” the railroad company 
had failed to include in its taxable income certain sums 
paid to it by the Federal Government pursuant to an al- 
lowance awarded by the Interstate Commerce Commis- 
sion under Section 209 of the Transportation Act of 1920. 
Under the terms of that Act, any railway company which 
had made a contract with the Director General for annual 
compensation during the period of federal control was 
guaranteed a “minimum operating income” for the six 
month period following resumption by private owners of 


53 To the effect that the railroad would not be entitled to depreciation allow- 
ances on the cost of capital items for which it was so reimbursed, see Detroit 
ag Co. v. Commissioner, 319 U. S. 98, 63 Sup. Ct. 902 (1943), discussed 
infra 

541In this respect the Cuba Railroad decision appears to be in line with 
sound accounting and business practice. See Paton, AccOUNTANTS’ HANDBOOK 
(2d ed., 1937) 965, where the author states: 


“In the organization, capitalization and operating development of a 
corporation, certain transactions occur which add to net worth, but which 
raise an immediate presumption that they constitute a share of permanent 
investment in the business. Resulting credits to net worth are accordingly 
given the generic classification of capital surplus.” 


55 Texas & Pac. Ry. Co. v. United States, supra note 15; Continental Tie 
& mm Co. v. United States, 286 U. S. 290, 52 Sup. Ct. 529, 76 L. ed. 1111 
(1 ; 

56 Supra note 15. 
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not less than one-half the amount previously paid as an- 
nual compensation. Petitioner had qualified itself by 
signifying its acceptance of the provisions of Section 209, 
one of which was an agreement to pay into the Treasury 
any excess operating revenue over and above the guaranty. 


The Court understood the purpose of the guaranty to 
be a temporary stabilization of the credit position of the 
railroads by assuring them a minimum operating income 
during the period of transition from federal control. 
Stating its belief that no contribution to the capital of the 
railroads was involved, the Court held the sums received 
under the guaranty to be just “as much income from oper- 
ation as were the railroad’s receipts from fares and 
charges.” ™ 

The taxpayer’s reliance on the Cuba Railroad case 
proved unavailing, for the Court distinguished the case 
on the ground that Cuba’s payments to the railroad were 
conditioned on construction work performed whereas here 
the payments were “measured by a deficiency in operating 


income, and might be used for the payment of dividends, 
of operating expenses, of capital charges, or for any other 
purpose within the corporate authority, just as any other 
operating revenue might be applied.” (Emphasis sup- 
plied.)™ 


57 Texas & Pac. Ry. Co. v. United States, supra note 15, at 289. See Pre- 
toria-Pietersburg Ry. Co. v. Elwood, 95 T. L. 468, 98 T. L. R. 741, 6 Tax 
Cas. 508 (1908), where a payment of 4% on the share capital of a railroad 
paid by the British government when it seized the road, which had theretofore 
been operating under a 4% guaranty from the South African Republic, was held 
taxable income. To the same effect are Blake v. Imperial Brazilian Ry. Co., 
2 Tax Cas. 58 (1884) and Nizam’s State Ry. Co. v. Wyatt [1890] 24 Q. B. 
548, 2 Tax Cas. 584. See also Constantinesco v. Rex, 11 Tax Cas. 730, 43 
T. 'L. R. 383 (1927), where an award made for user of an invention by the 
British government was held to be taxable royalty and not a capital payment. 
See Mills v. Jones, 14 Tax Cas. 769, 46 T. L. R. 118 (1929). Cf. Seaham Har- 
bour Dock Co. v. Crook, 46 T. L. R. 396 (1930), 47 T. L. R. 23 (1930), 48 
T. L. R. 91 (1931), 16 Tax Cas. 333 (1931), holding that financial aid given a 
dock company by an Unemployment Grants Committee was not taxable in- 
come, the House of Lords pong that no special allocation to any par- 
ticular property had been made 

58 Texas & Pac. Ry. Co. v. United States, supra note 15, at 290. For com- 
parison purposes, it is interesting to note the broader factual Situation actually 
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This observation of the Court would seem to suggest 
that its members continued to labor under the misappre- 
hension (according to Professor Magill) that the subsidy 
payments made to the Cuba Railroad Co., though carried 
into surplus, could not be used for the payment of divi- 
dends, operating expenses, and the like. In addition, the 
Court appears again to have violated Professor Magill’s 
rule of thumb that whether a receipt constitutes income 
must be determined by the nature of the transaction in 
which received without reference to the manner of its 
disposition. While undoubtedly the Court heavily relies 
for distinction on the fact that the transaction in which 
Texas and Pacific received its guaranty payments related 
solely to its operating income, rather than to any capital 
construction as in the Cuba Railroad case, it would be 
ignoring the effect of simple language to assert that the 
Court in its analysis placed no emphasis on the permis- 
sible disposition of the sums received by both companies. 

The Continental Tie & Lumber Co. case™ was dis- 
posed of by the Court on the authority of Texas & Pacific 
Ry. Co. v. United States, supra, the two cases being de- 
cided on the same day. The railroad involved in the for- 
mer case had merely received its I.C.C. award under a 
different section of the Transportation Act, but, as in the 
Texas & Pacific case, the government payments had been 
made for the purpose of assuring the road a minimum 
operating income during the specified period. Therefore, 
the sums paid were held to be includible in gross income. 
involved in the now court. Texas & Pac. Ry. Co. v. United States, 72 Ct. 
Cl. 629 (1931), 52 F. (2d) 1040 (Ct. Cl. 1931). The case was appealed to 
the Supreme Court on the narrow issue of the taxability of the payments 
made by the government pursuant to the provisions of the Transportation Act. 
Actually, however, another issue had been decided by the Court of Claims 
which presented an analogous situation to that involved in the Cuba Railroad 
case. At the request of and for the benefit of various persons along its 
right of way, the railroad had constructed spur tracks, side tracks and culverts, 
for all of which expenditures it was reimbursed by the several persons request- 
ing the improvements. The Court of Claims found no difficulty in applying 
the rule of the Cuba Railroad case and held the amounts so paid not to be 


income. Evidently, the government acquiesced on this angle of the case. 
59 Supra note 55. 
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REFINEMENTS OF THE DISTINCTION DEVELOPED IN 
EDWARDS V. CUBA RAILROAD Co. AND TEXAS & 
PACIFIC Ry. Co. v. UNITED STATES 


A. Early Treatment by the Lower Courts and Board 
of Tax Appeals 


As long ago as 1881, Mr. Justice Holmes observed: 


The growth of the law is very apt to take place in this way. 
Two widely different cases suggest a general distinction, which 
is a clear one when stated broadly. But as new cases cluster 
around the opposite poles, and begin to approach each other, the 
distinction becomes more difficult to trace; the determinations 
are made one way or the other on a very slight preponderance 
of feeling, rather than of articulate reason; and at last a mathe- 
matical line is arrived at by the contact of contrary decisions, 
which is so far arbitrary that it might equally well have been 
drawn a little farther to the one side or to the other, but which 
must have been drawn somewhere in the neighborhood of where 
it falls.°° (Emphasis supplied.) 


This approach, aptly described as the “Holmes’ line 
theory,” has peculiar applicability to the case develop- 
ment under discussion. As “new cases cluster around the 


opposite poles” of the Cuba Railroad and Texas & Pacific 
Ry. cases, the clear-cut distinction developed by those two 
decisions has at times seemed almost to fade away.” By 
and large, however, the courts and the Board of Tax Ap- 
peals have been consistently successful in their attempts 


60 Homes, THe Common Law (1881) 127. See Frank, J., dissenting in 
Chrestensen v. Valentine, 122 F. (2d) 511, 520 (C. C. A. 2d, 1941). 

61 PAUL, op. cit. supra note 44, at 100. As Mr. Paul points out, Justice 
Holmes constantly framed issues in terms of whether a given state of facts fell 
on the “right” or “wrong” side of a drawn line. In the frequently cited case 
of Bullen v. Wisconsin, 240 U. S. 625, 630, 36 Sup. Ct. 473, 60 L. ed. 830 
(1916), he stated: 

“We do not speak of evasion, because, when the law draws a line, a 
case is on one side of it or the other, and if on the safe side is none the 
worse legally that a party has availed himself to the full of what the law 
permits. When an act is condemned as an evasion what is meant is that it 
is on the wrong side of the line indicated by the policy if not by the mere 
letter of the law.” 


See also equivalent statements by the same Justice in Superior Oil Co. v. 
Mississippi, 280 U. S. 390, 395, 50 Sup. Ct. 169, 74 L. ed. 504 (1930) ; Horning 
v. District of Columbia, 254 U. S. 135, 137, 41 Sup. Ct. 53, 65 L. ed. 185 (1920) ; 
and his dissent in Haddock v. Haddock, 201 U. S. 562, 631, 26 Sup. Ct. 525, 
50 L. ed. 867 (1906). iis 

62 See Baboquivari Cattle Co. v. Commissioner, supra note 17, discussed here- 
inafter. 
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to place a given case on one side of the “line” or the 
other.” 

The doctrine of the Cuba Railroad case has been ap- 
plied, for example, to payments by citizens to induce 
construction of electric power lines and plants, to pay- 
ments by shippers for the construction of spur tracks and 
similar facilities,” and to payments by shippers for ware- 
house construction.” 4 fortiori, where the capital con- 
struction is first built or installed by the contributor and 
then transferred to the taxpayer in consideration of the 
operation and maintenance of such additions to its plant, 


63 The difficulty in drawing the line should hardly be unexpected, for it is 
“the question in pretty much everything worth arguing in the law.” Irwin v. 
Gavit, 268 U. S. 161, 168, 45 Sup. Ct. 475, 69 L. ed. 897 (1925). In earlier 
days, “it was not recognized as it is today ‘that most of the distinctions of the 
law are distinctions of degree.” Holmes, J., dissenting, in Panhandle Oil Co. 
vy. Mississippi, 277 U. S. 218, 223, 48 Sup. Ct. 451, 72 L. ed. 857 (1928). 

. . the great body of the law consists in drawing ‘such lines, yet when you 
realize that you are dealing with a matter of degree you must realize that 
reasonable men may differ widely as to the place where the line should fall.” 
Holmes, J., dissenting, in Schlesinger v. Wisconsin, 270 U. S. 230, 241, 46 
Sup. Ct. 260, 70 L. ed. 557 (1926); “ ‘Drawing the line’ is a recurrent diffi- 
culty in those fields of the law where differences in degree produce ultimate 
differences in kind.” Harrison v. Schaffner, 312 U. S. 579, 583, 61 Sup. Ct. 
759, 85 L. ed. 1055 (1941); “In law, as in life, lines have to be drawn. But 
the fact that a line has to be drawn somewhere does not justify its being drawn | 
anywhere. The line must follow some direction of policy, whether rooted in 
logic or experience. Lines should not be drawn simply for the sake of drawing 
lines.” Frankfurter, J., dissenting, in Pearce v. Commissioner, 315 U. S. 543, 
558, 62 Sup. Ct. 754, 86 L. ed. 1016 (1942). See also Carpozo, THE Para- 
DOXES OF LEGAL SCIENCE (1928) 62. 

64 F] Paso Electric Co. v. Commissioner, 10 at T. A. 79 (1928); Wisconsin 
Hydro-Electric Co. v. Commissioner, 10 B. T. A _ 933 (1928) ; Tampa Electric 
Co. v. saa. 12 B. T. A. 1002 (1928); Rio Electric Co. v. Commis- 
sioner, 9 B. T. . 1332 (1928). See Detroit Edison Co. v. Commissioner, 
supra note 53. 


65 Great Northern Ry. Co. v. Burnet, 8 B. T. A. 225 (1927), aff'd 40 F. 
(2d) 372 (C. C. A. 8th, 1930), cert. den. 282 U. S. 855, 51 Sup. Ct. 31, 75 
L. ed. 757 (1930); Texas & Pac. Ry. Co. v. Commissioner, 9 B. T. A. 365 
(1937) ; Atlantic Coast Line Ry. Co. v. Commissioner, 9 B. T. A. 1193 (1928) ; 
Midland Valley R. - v. Commissioner, 19 B. T. A. 423 (1930), aff'd 57 F. 
(2d) 1042 (C. C. 10th, 1932) ; Kansas City Southern Ry. Co. v. Com- 
= 16 B. T. ** 665 (1929), rev'd on other points in 52 F. (2d) 372 
(C. C. A. 8th, 1931). See also Union Pacific Ry. Co. v. ae wy 26 
_ . 1126 (1932) ; Southern Ry. Co. v. Commissioner, 27 B. T. 673 
( 1933) ; and Baltimore & O. Ry. Co. v. Commissioner, 30 B. T. A. 194 (tasty 
in which cases the contracts between the shipper-contributors and the railroads 
provided that the contribution could be refunded by a reduced rate on ship- 
ments for a limited period of time. The Board held in each case that when 
the time expired the unrefunded contribution was not taxable income. 

66 Kauai Ry. Co. v. mang 7 B. T. A. 686 (1928); Aransas 
Compress Co. v: Commissioner, 8 B. 155 (1927). -— Arundel-Brooks 
Concrete Corp. v. Commissioner, 129 E (3) 762 (C. C. A. 4th, 1942). 
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no taxable income arises.” Similarly, it has been held 
that donations made by municipalities or organized mem- 
bers of a community to induce companies to build their 
plants or factories in a particular locality are not includ- 
ible in the recipient’s income.” Correlative to these de- 
veloped principles have been those decisions holding that 
the amounts contributed or the value of properties trans- 
ferred should not be included in the recipient’s invested 
capital for excess profits tax purposes, since the coverage 
of that term has been limited to sums risked in the tax- 
payer’s business with the hope of realizing a gain from 
the investment.” 

In proximity to the “opposite pole” established by Ed- 
wards v. Cuba Railroad Co. are those cases involving 
contributions to capital in the form of cancellations of 
indebtedness,” forgiveness of accrued salary,” and the 
like. In United States v. Oregon Washington Railroad 
& Navigation Co.,” a cancellation of indebtedness by a 
parent company upon the reorganization of its fully 


owned subsidiary was held not to be income to the sub- 


87Appeal of Liberty Light & Power Co., 4 B. T. A. 155 (1926); Frank 
Holton & Co. v. Commissioner, 10 B. T. A. 1317 (1928). 

68 See Aransas Compress Co. v. Commissioner, supra note 66; Frank Holton 
& Co. v. Commissioner, supra note 67; and G. C. M. 16952, 1937-1 C. B. 133. 
Cf. Watervliet Paper Co. v. Commissioner, 16 B. T. A. 604 (1929), holding 
that where the contribution took the form of a special exemption from local 
taxes, no deduction from federal income would be allowed the exempted com- 
pany for such taxes as paid or accrued; Appeal of S. E. Overton Co. 2 
B. T. A. 1160 (1925). See also S. E. Overton Co. v. Holden, 15 Am. Fed. 
Tax Rep. 521 (Dist. Ct., Mich. 1927), holding excludible from income a bonus 
paid by a city board of ‘trade to a company on condition that it — 3 the 
city for a specified time and pay a specified amount of wages. Cf. A. R. R. 
3513, II-2 C. B. 83. 

68 See Tampa Electric Co. v. Commissioner, supra note 64; and Frank 
Holton & Co. v. Commissioner, 10 B. T. A. 1317 (1928). 

70 See Burnet v. J. F. Campbell Co., 50 F. (2d) 487 (App. D. C. 1931); 
Commissioner v. Auto Strop Safety Razor Co., 74 F. (2d) 226 (C. C. A. 2d, 
1934); and United States v. Oregon Wash. Ry. & Nav. Co, 251 Fed. 211 
&- C. A. 2d, 1918). Cf. Helvering v. American Dental Co., 318 U. S. 322, 

63 Sup. Ct. 577 (1943). See also Warren and Sugarman, Cancellation of 
Indebtedness and Its Tax Consequences (1940) 40 Cor. L. Rev. 1326, (1941) 
41 Cor. L. Rev. 61; Surrey, The Revenue Act of 1939 and the Income Tax 
Treatment of Cancellation of Indebtedness (1940) 49 Yate L. J. 1153; Dar- 
- Discharge of Indebtedness and the Federal Income Tax (1940) 53 Harv. 

Rev. 977; Graham, Is Cancellation of Indebtedness Income? (1938) 16 
Tax Mac. 707; MERTENS, op. cit. supra note 27, at §§ 11.19-11.26. 

71 See John Harvey Kellogg v. Commissioner, 2 T. C. No. 139 (1943). 

72 Supra note 69. 
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sidiary. The court treated the cancellation as merely a 
contribution to strengthen and add to the permanent capi- 
tal structure of the subsidiary and took the view that the 
receipt of capital by a corporation, irrespective of the 
manner in which received, could not constitute income. 
A creditor’s composition was involved in Burnet v. J. F. 
Campbell Co.” and was treated by the court as merely 
another device for effecting a non-taxable transfer of cap- 
ital by means of cancelling a specified portion of debts 
owing to several creditors. 

The relationship of these and similar cases to the Cuba 
Railroad doctrine would be readily apparent were it not 
for the recent decision of the Supreme Court in Helver- 
ing v. American Dental Co.“ ‘There the Court treated a 
cancellation of indebtedness by creditors of the taxpayer 
as an outright gift, irrespective of “the motives leading to 
the cancellations,’*° and thus specifically exempt from 


income tax under Sec. 22(b) (3) of the Revenue Act of 
1936.” By this shift of rationale, the Court appears to 


have severed the original relationship between the cancel- 
lation of indebtedness cases and Edwards v. Cuba Rail- 
road Co., for it will be recalled that the contributions 
there considered were “not given as mere gratuities.” ” 
The fissure widened with the statement by Mr. Justice 


73 Supra note 69. 

74 Supra note 69. 

75 [bid., at 331. 

76 The identical provision was carried into the Internal Revenue Code. See 
I. R. C. §22 (b) (3). The Tax Court has since applied the rule of the 
American Dental Co. case in George Hall Corp. v. Commissioner, 2 T. C. 
146 (1943), where a voluntary cancellation of overdue interest on debentures 
held by a shareholder of the debtor was treated as a gift and therefore exempt. 
Cf. Commissioner v. Auto Strop Safety Razor Co., supra note 70 

77 Edwards v. Cuba Railroad Co., supra note 2, at 632. See also Allen v. 
Smith, supra note 14; Burke v. Southern Pac. R. R. Co., 234 U. S. 669, 680, 
34 Sup. Ct. 907, 58 L. ed. 1527 (1914); Acme Land & Fur Co. v. Commis- 
sioner, 84 F. (2d) 441 (C. C. A. Sth, 1936); and H. T. Robinson v. Com- 
missioner, 35 B. T. A. 1080 (1937), aff'd 97 F. (2d) 522 (C. C. A. 9th, 1938). 
See, however, the statement in Obispo Oil Co. v. Welch, 85 F. (2d) 860 
(C. C. A. 9th, 1936) that Edwards v. Cuba Railroad Co. “is an example of 
a pure gift.” Cf. United States v. Hurst, 2 F. (2d) 73 (D. Wyo. 1924), noted 
in (1925) 38 Harv. L. Rev. 984. See Mertens, op. cit. supra note 27, at 
§ 6.07. 
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Jackson in Detroit Edison Co. v. Commissioner,” that 
“nothing in Helvering v. American Dental Co. ... when 
read in the context of its facts touches this problem at 
all.” 79 

The satellite cases clustered around the “opposite pole” 
established by Texas and Pacific Ry. Co. v. United States, 
supra, have served to draw a line, which, although irreg- 
ular and shadowy at times, furnishes the basis for a rea- 
sonably clean-cut distinction from the Cuba Railroad 
decision. In Kansas City Southern Ry. Co. v. Commis- 
sioner,” the Eighth Circuit Court of Appeals upheld the 
Commissioner’s contention that the amounts paid to rail- 
roads as just compensation for the use of their properties 
by the government during the period of federal control 
were taxable income. The court felt that the amounts paid 
were merely substitutes for the carriers’ “customary in- 
come” and that they were just as much “gain derived 
from capital” “ as if rental had been paid for the proper- 
ties under a lease to private concerns.” 


The Board of Tax Appeals in an earlier decision® had 
before it the question of the taxability of the “guaranty 
payments” involved in the Texas and Pacific case. Antic- 


78 Supra note 53, discussed infra. 

79 Tbid., at 103. 

8052 F. (2d) 372 (C. C. A. 8th, 1931), cert. den. 284 U. S. 676, 52 Sup. Ct. 
131, 76 L. ed. 572 (1931). 

81 See the classic definition in Eisner v. Macomber, 252 U. S. 189, 207, 40 
Sup. Ct. 189, 64 L. ed. 521 (1920), where income is stated to be “ ‘the gain 
derived from capital, labor or from both combined,’ provided it be understood 
to include profit gained through a sale or conversion of capital assets.” Cf. 
Helvering v. Griffiths, supra note 3, especially dissenting opinion of Mr. Justice 
Douglas. The definition has been fr uently applied. See, for example, Bowers 
v. Kerbaugh-Empire Co., 271 U. S. 170, 46 Sup. Ct. 449, 70 L. ed. 886 (1926) ; 
Merchants Loan & Trust Co. v. Smietanka, 255 U. S. 509, 41 Sup. Ct. 386, 
65 L. ed. 751 (1921); Walsh v. Brewster, 255 U. S. 536, 41 Sup. Ct. 392, 65 
L. ed. 762 (1921). 

82 It should be noted, however, that in the decision below, Kansas City Ry. 
Co. v. Commissioner, 16 B. T. A. 665 (1929), the Board held certain sums 
donated to the railroad for the construction of spur tracks not to be taxable 
income, an issue which the Commissioner did not appeal to the Circuit Court. 
See supra note 65. 

88 Gulf, Mobile & N. Ry. Co. v. +o 22 B. A. 233 (1931), aff'd 
and modified in part on . issues in 71 F. (2d) 53 (A D. C. 1934), 
which was aff'd in 293 U. S. 295, 55 Sup. Ct. 161, 79 L. ed. 372 (1934). 
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ipating the Supreme Court in both decision and reasoning, 
the Board held the payments taxable, stating: 


The deficiency in railway operating income was made up by 
the guaranty instead of by the shippers and traveling public. It 
does not seem to be material from what source the deficiency was 
made up, if it was in fact the railway operating income which 
was made up.** (Emphasis supplied.) 


A congenerous state of facts was presented in Burke- 
Divide Oil Co. v. Neal.’ A boundary dispute had oc- 
curred between Texas and Oklahoma as to which state 
included within its borders certain oil and gas claims. The 
claims had been located in good faith by the taxpayer in 
the bed of the Red River, the boundary line of the two 
states. The Supreme Court took jurisdiction of the dis- 
pute and appointed a receiver who took possession of the 
wells located by taxpayer and operated the entire proper- 
ties, impounding the proceeds. After the dispute had 
been settled in favor of the United States, an intervening 
party, Congress passed an Act authorizing the Secretary 
of the Interior to adjust the equitable claims of the sev- 
eral locators. Under that authority the Secretary paid the 
taxpayer its share of the impounded operating income 
which was attributable to the properties located by tax- 
payer. Taking a view similar to that expressed in the 
Kansas City Southern Ry. Co. case, supra, the Seventh 
Circuit Court of Appeals held the entire receipts taxable 

84 [bid., at 250-251. See also Union Pac. Ry. Co. v. Commissioner, 26 
B. T. A. 1126 (1932), aff'd and rev'd on other points in 69 F. (2d) 67 (C.C. A. 
2d, 1934), aff'd 293 U. S. 282, 55 Sup. Ct. 165, 79 L. ed. 363 (1934) ; Southern 
Ry. Co. v. Commissioner, 27 B. T. A. 673 (1933), rev’d on another point, 
74 F. (2d) 887 (C. C. A. 4th, 1935); Chicago & Northwestern Ry. Co. v. 
Burnet, 22 B. T. A. 1407 (1931), rev'd on another point in 66 F. (2d) 61 
(C. C. A. 7th, 1933), cert. den. 290 U. S. 672, 54 Sup. Ct. 91, 78 L. ed. 580 
(1933). In the case last cited, the taxpayer did not See the Board’s deter- 
mination, following its earlier decision in the Gulf, Mobile & Northern Ry. 
Co. case, supra note 83, that the guaranty payments made to taxpayer under 
Sec. 209 of the Transportation Act of 1920 were taxable income. However, 
the issue actually appealed should be mentioned vis-a-vis the general question 
under discussion here. The appellate court held, reversing the Board, that 
the sums received by the railroad from the government as compensation for 
under-maintenance of its plant and equipment during the period of government 
operation were not taxable. Observed the court: “The payment to the tax- 
payer was merely the restitution of capital assets . . . and not income.” 


8573 F. (2d) 857 (C. C. A. 7th, 1934), cert. den. 295 U. S. 740, 55 Sup. 
Ct. 655, 79 L. ed. 1687 (1935). 





270 THE GEORGE WASHINGTON LAW REVIEW 


income on the theory that the impounding of the funds 
received from operation by the receiver did not serve to 
change their original character as income” so as to result 
in a gift or capital contribution on subsequent pro rata 
distribution to the locators.” 

Germane to the present topic, yet bordering near its 
outer fringes, are those cases involving reimbursement or 
compensation for capital losses. Generally, they have 
drawn a line of distinction similar to that between the 
Cuba Railroad and Texas & Pacific Ry. cases. Thus, 
where a bank had received a substantial sum in settlement 
of its damage action against another bank on account of 
conduct impairing its good will and injuring its reputa- 
tion, the amount received was held non-taxable on the 
theory that it represented reimbursement for a capital 
loss.” Similarly, payments received for libel and slan- 
der,” breach of promise to marry,” and for alienation of 
affections” have all been considered outside the definition 
of income and therefore non-taxable. 


The Supreme Court has made it clear, however, that in 
order to be exempt the recovery or reimbursement must 
be paid for an injury to capital; if the payment repre- 
sents a mere reimbursement for loss of profits, it is re- 


86 See Irwin v. Gavit, supra note 63. 

87 En rapport is Obispo Oil Co. v. Welch, supra note 77. 

88 Farmers’ & Merchants’ Bank v. Commissioner, 59 F. (2d) 912 (C. C. A 
6th, 1932), noted in (1932) 81 U. or Pa. L. Rev. 225. See Central R. R. Co. 
of N. J. v. Commissioner, 79 F. (2d) 697 (C. C. A. 3rd, 1935), where the 
court held that no taxable income was derived as a result of the receipt of 
property in settlement of a suit brought against a former official of the tax- 
payer and his dummy corporations for carrying on business operations through 
such corporations which were adverse to the taxpayer’s interests. See also 
Bankers’ Pocahontas Coal Co. v. Burnet, 55 F. (2d) 626 (C. C. A. 4th, 1932), 
aff'd without discussion of this point in 287 U. S. 308, 53 Sup. Ct. 150, 77 L. ed. 
325 (1932); Strother v. Commissioner, 55 F. (2d) 626 (C. C. A. 4th, 1932) ; 
Rice, Barton & Fales, Inc. v. Commissioner, 41 F. (2d) 339° (C. C. A. Ist, 
1930) ; Henri Chouteau v. Commissioner, 22 B. T. A. 850 (1931). 

It was held in Edward H. Clark v. Commissioner, 40 B. T. A. 333 (1939), 
that an amount received by a taxpayer from his tax counsel as recompense for 
an error made by the latter in preparing and filing taxpayers’ return was 
compensation for a loss impairing taxpayer’s capital and thus not includible 
in gross income. 

89 C. A. Hawkins v. Commissioner, 6 B. T. 4 1023 (1927). 

90 Lyde ra? v. Commissioner, 9 B. T. A. 1340 (1928). See G. C. M. 
4363, VII-2 C. B. 185. 

25. O. 132, I-1 C. B. 92. 
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garded as taxable income.” Applying this distinction in 
H. Liebes & Co. v. Commissioner,” the Ninth Circuit 
Court of Appeals held that certain sums paid the taxpayer 
by the United States as compensation for the government’s 
illegal act in preventing the taxpayer from capturing 
seals in the Bering Sea were the return of lost profits and 
taxable as such. 


The courts have also had occasion to consider the tax- 
able status of awards in compensation for destroyed prop- 
erty. In a leading case,“ the taxpayer’s schooner and 
cargo had been destroyed by a German submarine. In its 
1917 return taxpayer claimed and was allowed a deduc- 
tion for the full value of the ship and cargo. In 1928, 
however, the Mixed Claims Commission made an award 
of the full market value of the lost schooner and stores, 
and the taxpayer contended that the amounts so received 
were in the nature of gratuities and therefore exempt 
from income tax. The court, however, held the sums so 
received taxable in full, applying the established principle 
that all amounts received for property in excess of its 
cost are income.” Since the taxpayer had already recov- 
ered the cost of the schooner and cargo by its earlier de- 


duction, the award later received was held taxable in 
full.** 


No doubt an expansive imagination might, for mental 
pabulum, dwell upon more or less related controversies 


82 United States v. Safety Car Heating & Lighting Co., 297 U. S. 88, 56 
Sup. Ct. 353, 80 L. ed. 500 (1936). Cf. Hort v. Commissioner, 313 U. S. 28, 
61 Sup. Ct. 757, 85 L. ed. 1167 (1941). A fortiori, where the recovery is for 
services rendered. Cole L. Blease v. Commissioner, 16 B. T. A. 972 (1929). 
See also Burnet v. Sanford & Brooks Co., 282 U. S. 359, 51 Sup. Ct. 150, 75 
L. ed. 383 (1931), where damages received as compensation for expenditures 
made under a contract entered into for profit were treated in the same way 
as payments under the contract. Cf. Dobson v. Commissioner, supra note 29; 
Bowers v. Kerbaugh-Empire Co., supra note 81. 

9890 F. (2d) 932 (C. C. A. 9th, 1937). 

— Transport Co. v. Commissioner, 77 F. (2d) 177 (C. C. A. 5th, 
m~ Soler v. Mitchell Bros. Co., 247 U. S. 179, 38 Sup. Ct. 467, 62 L. ed. 

96 See also Flynn v. Commissioner, 77 F. (2d) 180 (C. C. A. 5th, 1935), 
and Acme Land & Fur Co. v. Commissioner, supra note 77. 
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revolving near the fringes of the gravitational field ” gen- 
erated by Edwards v. Cuba Railroad Co.” To elaborate 
further on cognate problems, however, would tend to ob- 
scure the relatively narrow issue under discussion here. 
Recent developments in the immediate subject-matter are 
more deserving of attention. 


B. Helvering v. Claiborne-Annapolis Ferry Co. and 
Subsequent Cases 


In Helvering v. Clatborne-Annapolis Ferry Co.” the 
Circuit Court of Appeals for the Fourth Circuit had be- 


. 97 eed draws us by a single hair.” Pope, “Rape of the Lock,” Canto II, 
ine 27. 

98 See, ” ves Lyeth v. Hoey, 305 U. S. 188, 59 Sup. Ct. 155, 83 
L. ed. 119, 119 A. R. 410 (1938), where the Supreme Court held that the 
Statutory exemption pe to amounts received by inheritance was applicable 
to an amount received by an heir in settlement of a will contest. The Court 
overruled a contention that the will-contestant had merely exchanged inchoate 
rights as heir-at-law, which had cost him nothing, for the amount received 
on settlement. Cf. Charlotte B. Quigley, 1 T. C. 831 (1942). See also, 
Benfielf v. United States, 88 Ct. Cl. 486, 27 F. Supp. 56 (Ct. Cl. 1939); 
MacGruder v. Segebade, 94 F. ge 177 (C. C. A. 4th, 1938); Chase National 
Bank v. Commissioner, 40 B A. 44 (1939) ; United States v. Merriam, 
263 U. S. 179, 44 Sup. Ct. wo, és L. ed. 240 (1924), noted in (1924) 33 Yae 
L. J. 448, involving legacies to an executor in lieu of commission; Bank of 
N. Y. v, Helvering, 132 F. (2d) 773 (C. C. A. 2d, 1943). Cf. Sterling v. 
Commissioner, 93 F. (2d) 304 (C. C. A. 2d, 1937), cert. den. 303 U. S. 663, 
58 Sup. Ct. 829, 82 L. ed. 1121 (1938); and L. B. Harrison v. Commissioner, 
41 B. T. A. 1217 (1940), aff'd 119 F. (2d) 963 (C. C. A. 7th, 1941). See 
also PauL, op. cit. supra note 1. See also Standifer Construction Corp. v. 
Commissioner, 30 B. T. A. 184 (1934); and Creamette Co. v. Commissioner, 
37 B. T. A. 216 (1938), to the effect that where funds which might have con- 
stituted profits are intermingled with funds reserved for losses, and it later 
develops that such losses were not sustained, or an unexpected recovery is 
had, the resultant credits must be accounted for as income. However, the 
diminution in reserves must result in a freeing of assets before it will be 
taxable. See Maryland Casualty Co. v. United States, 251 U. S. 342, 40 Sup. 
Ct. 155, 64 L. ed. 297 (1920). A principle more closely identified with the 
present discussion but one which it is thought too obvious to discuss in detail 
is that property received by a corporation on incorporation is capital, not 
income. This is true whether the property j ——— receivable (Frishkorn 
Real Estate Corp. v. Commissioner, 15 B. 463 (1929)), or claim for 
patent infringement (see Hyatt Roller aR Co. v. United States, 43 F. 
(2d) 1008 (Ct. Cl., 1930)), or defaulted bonds (G. C. M. 2861, VII-i C. B. 
255). Likewise, contributions to corporations made by their stockholders, even 
if not in proportion to stockholdings, are exempt from income tax. See O. D. 
1034, 5 C. B. 277; I. T. 1901, III-1 C. B. 120; Reg. 111, Sec. 29.22 (a)-16. 
Such contributions, on the other hand, have been held non-deductible by the 
contributing shareholder. Jenkins v. Bitgood, 101 F. (2d) 17 (C. C. A. 2d, 
1939), cert. den. 307 U. S. 636, 59 Sup. Ct. 1033, 83 L. ed. 1518 (1939); C. M. 
Howell v. Commissioner, 22 B. T. A. 140 (1931). A stockholder’s cancellation 
of the corporation's indebtedness to him is a non-taxable contribution to the 
corporation’s — See Carroll-McCreary Co. v. Commissioner, 124 F. (2d) 
303 (C. C. A. 2d, 1941); MERTENS, op. cit. supra note 27, at § 5.13, and supra 
notes 70 and 76. C f. Helvering Vv. Jane Holding Corp., 109 F. (2d) 933 (C. C. 
A. 8th, 1940), cert. den. 310 U. S. 653, 60 Sup. Ct. 1102, 84 L. ed. 1418 (1940). 

9993 F. (24) 875 (C. C. A. 4th, 1938). 
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fore it a set of facts more directly involving the Cuba 
Railroad doctrine than any case to come before the courts 
since Texas & Pacific Ry. Co. v. United States. The State 
of Maryland had subsidized the Metapeake ferry, oper- 
ated by the taxpayer across the Chesapeake Bay between 
Annapolis, Claiborne and Metapeake, by a series of 
monthly payments to the ferry company aggregating 
$23,000 during 1931, the taxable year in question. The 
court found that the subsidies were paid in consideration 
of the operation and maintenance of the ferry and were 
not segregated from the company’s other income but were 
used ** for operating expenses and the accumulation of a 
fund from which dividends could be paid. No portion of 
the payments was transferred by taxpayer into its capital 
account, which was, according to the court, in accordance 
with the intention of the state not to reimburse the com- 
pany for its expenditures on capital assets but to compen- 
sate it in part for the operation of such equipment. Re- 
versing the Board of Tax Appeals, which had treated the 
subsidies as contributions to capital in promotion of a 
service in the public interest, the court held the entire 
payments includible in gross income and taxable as such. 
Speaking through Circuit Judge Parker, the court said: 


The subsidy paid by the state increased its [i.e., the tax- 
payer’s] annual income in the same manner as its income would 
have been increased by a contract entered into with the state for 
the performance of any other public service. . . .*% 


The court distinguished Edwards v. Cuba Railroad 
Co., supra, on the ground that the subsidies paid by Mary- 
land were “more nearly analogous to the case of ‘addi- 
tional compensation’ awarded the railroads by the govern- 
ment during the period of federal control.” *** Consistent 
with its finding that the payments were not intended as 
reimbursement for taxpayer’s capital expenditures, the 
court likewise held inapplicable those cases involving an 

100 Once again, presumably over Professor Magill’s objection discussed above, 


judicial emphasis is given to the use to which the money is put. 


me = v. Claiborne-Annapolis Ferry Co., supra note 99, at 877. 
102 [bi 
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allowance made to the railroads for undermaintenance 
during the federal control period.’” 

Accepting the findings of the court as to the use of the 
subsidies intended by the parties, such a decision was to 
be anticipated in view of the distinction marked out by 
the Texas & Pacific Ry. case. Obviously, the sums paid 
the company were mere monthly additions to its “operat- 
ing revenue.” ** No capital item in the taxpayer’s entire 
capital structure was affected in the slightest by the trans- 
action. 

Equally obvious is the decision of the First Circuit 
Court of Appeals in Boston Elevated Ry. Co. v. Commis- 
sioner.’ There the taxpayer was being managed and 


operated under the provisions of the Massachusetts Pub- 
lic Control Act.” Under the terms of the Act the com- 
pany was required to maintain a special reserve fund to 
be used only for the purpose of making good any defi- 
ciency when the income of the company was insufficient 
to meet the cost of service, as defined. If on specified 


dates, the reserve fund so established was insufficient to 
meet the deficiency, the state was required to pay over to 
the company the sums necessary to correct such deficiency. 
On the other hand, if the reserve fund should exceed the 
sum originally established, the company was required to 
pay such excess into the state treasury to the extent neces- 
sary for reimbursement of any amounts theretofore paid 
the company by the state. During the taxable years in 
question the state had paid to the company for deficiencies 
sums averaging nearly $2,000,000 a year, all of which 
were omitted by the company from its income tax returns. 
The company advanced the argument that the payments 
made to it were in the nature of loans which it was obliged 
to repay by reason of the requirement that any excess in 


108 See Chicago & Northwestern Ry. Co. v. Commissioner, supra note 84. 

104 Texas & Pac. Ry. Co. v. United States, supra note 15, at 290. 

105 131 F. (2d) 161 (C. C. A. Ist, 1942). 

106 Mass. Spec. Acts (Ex. Sess. 1919) ch. 244; Mass., Acts (1931) ch. 333; 
Mass., Acts (1935) ch. 99. 
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its reserve fund must be paid to the state as reimburse- 
ment for any prior payments by the state into the fund. 

The court rejected this argument because of a further 
provision in the statute that at the date of cessation of 
public control all earnings of the company over cost of 
service must be paid to the state irrespective of whether 
the state had made any prior payments under its guaranty 
of the reserve fund. In the court’s view, this provision 
was sufficient to remove the advances from the category 
of loans. 

The court then went on to hold that the case was con- 
trolled by the principle established in Texas & Pacific 
Ry. Co. v. United States, since in essence the state had 
merely “guaranteed the company an income sufficient to 
maintain a stable rate of annual dividends.” *” In other 


words, the payments to the company affected only its oper- 

ating revenue and were therefore taxable as such. 
Edging toward the borderline is the recent case of 

Lykes Bros. Steamship Co. v. Commissioner.’ There the 


taxpayer had entered into a contract with the United 
States, acting through the United States Shipping Board, 
by the terms of which the taxpayer was required to buy 
certain ships belonging to the United States and to spend 
$20,000,000 over a period of ten years in the purchase of 
new ships or the reconditioning of old ones. For the lat- 
ter use, the taxpayer was further required to deposit speci- 
fied amounts in a special account each year. This contract 
was not to take effect, however, unless the company was 
awarded a mail carriage contract then under considera- 
tion by the Postmaster General and providing for mail 
pay to the company based on mileage traversed rather 
than on the amount of mail carried. This contract like- 
wise required the expenditure of $20,000,000 for new 
ships or reconditioning of old ones, but no reference was 
made therein to deposits to a special account. The mail 


107 Boston Elevated Ry. Co. v. Commissioner, supra note 105, at 165. 
108 126 F. (2d) 725 (C. C. A. Sth, 1942). 


3 
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carriage contract was later awarded to taxpayer, where- 
upon it entered into a contract with a bank to handle the 
special deposits required by the Shipping Board contract. 
In its income tax returns for the years in question, the 
company had included all amounts paid to it under the 
mail carriage contract except those sums which it had 
carried into the special account to be used later for capital 
construction. These, it contended, were merely sums paid 
to it by the United States as contributions to capital and 
thus excludible from gross income under the Cuba Rail- 
road doctrine. 

The court, affirming the Board of Tax Appeals, held 
to the contrary. After pointing out that the plan of pay- 
ing by mileage covered rather than by weight of mail car- 
ried was intended as a subsidy” to encourage and promote 
the merchant marine, the court held that, since nothing 
in the mail carriage contract required the deposit of sums 
for capital construction in a special account, the entire 
amount paid under that contract must be considered tax- 
able income. Said the court: 

The mail payments could be used in any way the Company 


wished. It could, if it preferred, have borrowed the money to 
build ships."?° 


The Board of Tax Appeals in its decision below” was 
more specific in its reasoning. After distinguishing the 
Cuba Railroad case on the ground that nothing in the mail 
carriage contract indicated a purpose that the mail reve- 
nues were to be in reimbursement for capital expenditures, 
the Board said: 


There is nothing in them [i.e., the contracts] requiring the 
affirmative act of setting aside any of the ocean mail pay. And 
so, even finding a partial interdependence of contracts, we are 
unable to find therein what is essential to the petitioner’s case, 


109 In this view the court was clearly justified. The Board’s findings of fact 
below show that the amount paid under the contract for the two years in 
question aggregated $4,457,147.50, —. the actual postal service rendered 
by taxpayer in the two year period, i if compensation were rated on the poundage 
basis, would have cost only $229.76. 

110 Lykes Bros. Steamship Co. v. Commissioner, supra note 108, at 727. 

111 Lykes Bros. Steamship Co. v. Commissioner, 42 B. T. A. 1395 (1940). 
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namely, that the deposits were required by the contract to be 
made out of the income received under the ocean mail contract. 
(Emphasis supplied.) *?? 


This restriction, adopted by the appellate court, that the 
payments to be exempt must be earmarked under the con- 
tract seems unjustified in view of the Cuba Railroad deci- 
sion. The subsidies there were not specifically earmarked ; 
there was merely the inescapable purpose indicated that 
they were made in reimbursement for capital expenditure. 
The Board and Circuit Court of Appeals in the present 
case could find no such related purpose despite the admit- 
ted fact that the mail payments were intended as subsidies 
to encourage the building of a large merchant marine. It 
is difficult to see what was the purpose of these large pay- 
ments for negligible postal service if it was not to foster 
capital construction. Despite the Board’s reliance on 
Texas & Pacific Ry. Co. v. United States, supra, there 
appeared no purpose to guarantee the steamship company 
a minimum operating income. On the contrary, through- 
out the contract negotiations it was apparent that the pri- 
mary concern of the United States was additional ship 
construction and other capital improvement. 

The most convincing argument in favor of the decision 
would appear to be the Board’s observation that “the mail 
payment income was directly dependent upon opera- 
tions,” ** and not, as in the Cuba Railroad case, depend- 
ent on construction. In view, however, of its later decision 
in Baboquivari Cattle Co. v. Commissioner, it is doubt- 
ful whether the Board meant quite what it said. 


C. Baboquivari Cattle Co. v. Commissioner 


The Lykes Bros. Steamship Co. case foreshadowed a 
further limitation on the Cuba Railroad doctrine, which 
arose out of the question of the taxability of payments to a 





112 Jbid., at 1403. 
118 Tbid., at 1404. 
114 Baboquivari Cattle Co. v. Commissioner, 47 B. T. A. 129 (1942), supra 


note 17. 
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participant in the conservation programs provided for in 
the Soil Conservation and Domestic Allotment Act.’* 
That Act’” directed the establishment of an agency in the 
Department of Agriculture to be known as the “Soil Con- 
servation Service” and authorized the Secretary of Agri- 
culture to conduct surveys, investigations, and research 
with respect to soil erosion and to carry out the necessary 
measures to prevent it. The Act further authorized the 
Secretary to “enter into agreements with, or to furnish 
financial or other aid to any agency . . . or any person, 
subject to such conditions as he may deem necessary, for 
the purposes of this Act.” 

The Baboquivari Cattle Company owned and operated 
its cattle ranch in southwest Arizona where, by reason of 
climatic and geographical conditions, the land is subject 
to severe erosion.”’ Of the ranch area, comprising almost 
57,200 acres, only 7,319 acres were actually owned by the 
company, the balance being composed of public lands be- 
longing either to the United States or the State of Arizona 
and held under grazing leases of from five to ten years. 
In 1937 a range grazing examiner, working in conjunc- 
tion with the Pima County Range Conservation Commit- 
tee established under the soil conservation program, made 
a survey of the taxpayer’s ranch and issued a report recom- 
mending that certain improvements be undertaken. On 
approval of this report by the Committee, the company 
constructed or rebuilt on its ranch a series of dirt reser- 
voirs and earthen tanks, constructed a rubble masonry 
dam, built two miles of drift fence, and made certain im- 
provements and additions to its water supply. Practically 
the entire amount of this construction was done on the 
acreage leased from the State of Arizona. On completion 


115 J bid. 

11649 Stat. 164 (1935), amended by 49 Stat. 1148 (1936), 16 U. S. C. 
§ 590 (e) et. seg. (1940). 

117 The facts of this case are stated with particular reference to the findings 
made by the Board of Tax Appeals below, which are considerably more detailed 
than those outlined by the appellate court’s opinion. 
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of the specified improvements, the company was advised 
by the Conservation Committee to file an application for 
“benefit payments,” the amount thereof to be computed 
under the regulations issued for the Arizona region.” 
The Company did so and as a result received certain 
amounts from the United States during the taxable years 
involved. The cost of the improvements, which was not 
charged by the company to profit and loss but treated as a 
capital item, in each year exceeded the amounts paid to 
it by the United States. These sums the company credited 
to its capital surplus and excluded them from gross in- 
come in its tax returns. Following an earlier departmental 
ruling,” the Commissioner included the total amount of 
the government payments in taxpayer’s gross income and 
asserted a deficiency accordingly. The Commissioner’s 
action was sustained by both the Board and the Ninth Cir- 
cuit Court of Appeals.**° 


The taxpayer took the position that the case was con- 
trolled by the Cuba Railroad principle and in answer to 
such cases as Helvering v. Claiborne-Annapolis Ferry 
Co., supra, and Lykes Bros. Steamship Co. v. Commis- 
stoner, supra, sought to distinguish between “income sub- 
sidies” designed to supplement the recipient’s income and 
“capital subsidies” designed to reimburse or pay the re- 
cipient for capital construction.™ 

The Circuit Court, missing the point, stated its inability 
to discover “in the Act or in the administrative practices 
of the Department of Agriculture” any justification for 
the distinction. It is difficult to see what bearing the Soil 
Conservation Act or the administrative practices there- 


118 Western Region Bulletin No. 101, Arizona, Fep. Rec. Feb. 26, 1937, 
p. 345, as supplemented. 

1197, T. 2992, XV-2 C. B. 75, followed in I. T. 3379, 1940-1 C. B. 16. But 
see G. C. M. 21171, 1939-1 C. B. 169. 

120 Baboquivari Cattle Co. v. Commissioner, supra note 114. 

121 Tt will be recalled that the Board of Tax Appeals used similar reasoning 
as a basis for distinguishing the Cuba Railroad case from Lykes Bros. Steam- 
ship Co. v. Commissioner, supra note 108, discussed above. 
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under have on the question of the includibility of the pay- 
ments in gross income where Congress in the Act did not 
specifically provide the answer.’*” Much more pertinent 
to such a question would seem to be those decisions dis- 
cussed above, which appear to give much point to the 
distinction attempted by the taxpayer. The cattle com- 
pany with its own funds had built construction of a capital 
nature, mostly on lands which did not even belong to it, 
in order to assist in a nation-wide program of soil con- 
servation deemed by Congress desirable for the public 
good. For such work the company received payments 
from the government not even equalling the cost of con- 
struction. To reduce further the amount of reimburse- 
ment by taxation seems in direct opposition to the Cuba 
Railroad case. 


It may be, as stated by the Board in its opinion below, 
that the Cuba Railroad doctrine “has been sparingly ap- 
plied.”*** Nonetheless, when the facts are as close to it 
as those presented by the Baboquivari case, its application 
appears clearly warranted. The Board seemed concerned 
that to apply the Cuba Railroad rule to these payments 
would mean tpso facto the extension of an exemption from 
income tax to all payments made to farmers and ranchers 
participating in the conservation program. This result, 
of course, would not necessarily follow, for, at the risk 


122: On Hamlet’s theory that “rich gifts wax poor when givers prove unkind,” 
the taxpayer had contended that the failure of Congress to specifically require 
the inclusion of the payments in taxable income was significant, especially in 
view of the expressed desire of Congress “to encourage sound soil conservation 
practices without thereby diminishing farmers’ income.” Sen. Repr. No. 1481. 
Presumably, it was felt that insult had been added to injury by an attempt to 
levy income taxes on the payments which did not equal even the capital outlay. 
The - however, was not impressed. It said, 135 F. (2d) 114, 116 (supra 
note 17): 


“.. it is said that the intent cannot rationally be ascribed to Congress 
to bestow a benefit with one hand and to take it away with the other. 
We do not agree; many people are undergoing a like experience. Con- 
gress was not unaware that huge amounts would be distributed to farmers 
and livestock growers under the Act, yet it has made no provision exempt- 
ing the payees from the inclusion of the payments in their income returns.” 


128 Baboquivari Cattle Co. v. Commissioner, supra note 114, at 137. 
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of repetition, it must be reiterated that the distinction 


worked out by the courts between the taxable and non- 
taxable subsidy goes to the purpose for which it is paid. 
A farmer who refrained from raising cotton, sugar beets, 
or hogs, or a rancher who withheld his pastures from 
grazing would seem to be taxable on the payments re- 
ceived for following such approved practices, since the 
obvious purpose of such payments is a substitution for 
what otherwise would clearly have resulted in taxable 
income.** Unless, however, the Cuba Railroad case is to 
be relegated to the limbo of dead and forgotten cases, a 
payment having for its purpose the reimbursement of cap- 
ital expenditure is an entirely different matter. 

The Circuit Court’s opinion implies that had the pay- 
ments to the cattle company been “earmarked,” or their 
disposition restricted, the decision might have gone the 
other way.” However, the payments made to the Cuba 


Railroad Company were not restricted as to disposition, 


nor were they earmarked any more plainly than those 
made to the cattle company.’ The statements made in 
both the Baboquivari Cattle Co. and the Lykes Bros. 
Steamship Co. cases with respect to the necessity of ear- 
marking such payments in order that they may be afforded 


124“Just the place for a Snark! the Bellman cried, 

As he landed his crew with care; 

Supporting each man on the tip of the tide 
By a finger entwined in his hair. 

Just the place for a Snark! I have said it twice: 
That alone should encourage the crew. 

Just the place for a Snark! I have said it thrice: 
What I tell you three times is true.” 
Lewis Carrott, The Hunting of the Snark, Fit the First. 


125 See Salvage v. Commissioner, 76 F. (2d) 112 (C. C. A. 2d, 1935), where, 
at page 113, the court said: “Compensation paid for refraining from labor 
would seem to be taxable income no less than compensation for services per- 
formed. For example, a farmer who is paid for voluntarily refraining from 
raising hogs receives, in our opinion, income.” 

126 Baboquivari Cattle Co. v. Commissioner, supra note 17, at 116, the court 
said: “The payments were not earmarked, nor was there any restriction on 
their use.” See also Lykes Bros. Steamship Co. v. Commissioner, supra 
note 108. 

127In the sense that both the United States and the cattle company knew 
what the payments were made for, they were closely analogous to the subsidy- 
payments made to the Cuba Railroad Co. per kilometer of rail construction. 
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exemption from tax appears to import a requirement into 
the rule of Edwards v. Cuba Railroad Co. which simply 
is not there. Any earmarking of the funds would seem to , 
be merely evidentiary as to the purpose of the parties to 
the transaction, and not a substantive requirement. 


D. Detroit Edison Co. v. Commissioner 


A study of these two recent cases leaves the thought that 
they may be merely the prelude to a nullification of the 
Cuba Railroad case by the simple judicial expedient of 
distinguishing it out of existence. Any recent mention of 
the case by the Supreme Court, therefore, becomes of im- 
portance, if taxpayers in receipt of subsidies are to make 
intelligent guesses as to the includibility of such receipts 
in gross income. In Detroit Edison Co. v. Commis- 
sioner,” the taxpayer, an electric power company, had 
claimed as its base for computing depreciation the full 
cost of its plant and facilities, although in numerous in- 
stances the cost of certain of its facilities, which it had 
extended on application of prospective customers, had 
been paid for by the applicants for service requiring the 
extension. The payments made by such customers were 
not appropriated by the company to the particular con- 
struction nor earmarked for it, but were transferred into 
the company’s general working funds. The Court sus- 
tained the Commissioner’s action in decreasing the com- 
pany’s basis for depreciation by the amount of payments 
received from customers on the ground that the statutory 
provision defining the basis of property as the “cost of 
such property” * means the cost to the taxpayer itself. 
The interesting feature of the case from the standpoint of 
the present discussion, however, is the Court’s statement in 
passing with reference to the Cuba Railroad case. Mr. 
Justice Jackson said: 


The payments were to the customer the price of the service. 
The receipts have gone, so far as here involved, to add to the 


128 Supra note 53. 
1297, R. C. $113 (a). 
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Company’s surplus. They have not been taxed as income, pre- 
sumably because it has been thought to be precluded by this 
Court’s decision in Edwards v. Cuba R. Co., 268 U. S. 628, 
holding that under the circumstances of that case a government 
subsidy to induce railroad construction was not income.?*° 
(Emphasis supplied. ) 


It is possible to detect a note of irony in the Court’s 
dicta, leaving one with the impression that had the Com- 
missioner ignored earlier decisions holding such payments 
non-taxable,“’ and asserted a tax upon them, the Court 
would have sustained his action. Perhaps it is reading of 
tea-leaves to place such a construction on the Court’s 
phraseology. However, in the Commissioner’s brief, an 
indirect attack was made on the correctness of the Cuba 
Railroad ruling,” and it is thought not too far-fetched 
that the Court’s statement may be read as an invitation to 
bring the specific issue before it, if only for the purpose 
of placing further limitation on the doctrine. In this 
view, the cases decided in the Fifth** and Ninth™ Cir- 
cuits merely indicate the trend. 


VI. CONCLUSION 


Since taxpayers are entitled to a “fair definition of their 


99 135 


responsibilities, there seems little excuse for prolon- 
gation of the chaos existing in this “wilderness of isolated 
instances.” ** The subject is, to borrow the golfer’s ter- 
minology, “in the rough.” The plight of the taxpayer in 
Baboquivari Cattle Co. v. Commissioner should be of 
serious concern both to a government interested in subsi- 
dizing activity deemed advantageous to the Nation and to 


180 Detroit Edison Co. v. Commissioner, supra note 53, at 103. 

181 See supra note 64. 

182 See footnote 6, p. 22 of Brief for the Respondent in No. 675, Oct. Term, 
1942, The Detroit Edison Co., Petitioner v. Helvering, Commissioner of In- 
ternal Revenue, Respondent. 

188 Lykes Bros. Steamship Co. v. Commissioner, supra note 108. 

184 Baboquivari Cattle Co. v. Commissioner, supra note 114. 

185 PauL, op. cit. supra note t at 295; see also General Utilities & Oper- 
ating Co. v. Helvering, 296 U. S. 200, 56 Sup. Ct. 185, 80 L. ed. 154 (1935) ; 
= v. Tex-Penn Oil Co., 300 U. S. 481, 57 Sup. Ct. 569, 81 L. ed. 755 
(1937) 

186 PauL, op. cit. supra note 44, at 49. 
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the prospective recipient, who before accepting participa- 
tion must weigh the possibility of his sustaining a serious 
loss by reason of an unknown tax equation. This is not 
that element of uncertainty which lends flexibility and 
usefulness to law.’ It is disorder calling for remedy, by 
statute if in no other way.’* 

An accurate summary of the principles applicable to 
this topic is more elusive than when it received the con- 
sideration of Professor Magill and Mr. Harvey.**” Per- 
haps, then, it could with justification be said that “where 
money or property has been contributed to a business 
enterprise by stockholders or others with the intention 
that these funds are to be used as a part of the permanent 
capital structure of the company, a capital transfer has 
occurred out of which no taxable income arises.” **° 

In a broad sense, there still may be much truth in such 
a statement. In tax cases, however, the courts have evi- 
denced a growing distaste for a subjective standard involv- 
ing the intention or purpose of the parties to the trans- 
action.” Certainly the decision in the Baboquivari Cattle 


137“T cannot avoid noticing an error into which they fall who complain of 
the uncertainty of law as though it were a weakness. Rather should it be 
considered the chiefest of all sanctions. . . . Many would dare to do wrong, 
did they know for certain what would follow.” FRANK, op. cit. supra note 6. 
See PAUuL, op. cit. supra note 44, at 157. After appraising the merits of rules 
deliberately made indefinite in order to prevent avoidance (see Gregory v. 
Helvering, 293 U. S. 465, 55 Sup. Ct. 266, 79 L. ed. 596, 97 A. L. R. 1355 
(1935) ), Mr. Paul concludes: 


“The problem is one of degree. Unquestionably some incidental in- 
justice to innocents is a fair price for a measurable prevention of tax 
avoidance. But there is a large fact question whether the innocent sufferers 
are few, and whether their suffering is incidental,—whether the dog is 
wagging his tail or the tail the dog. It is a question not easily answered, 
but we will do well to remember constantly, as the law of tax avoidance 
develops, that a point may some day be reached where the harm of uncer- 
tainty becomes greater than the good of avoidance prevention. There is 
a nice irony in carrying a policy of , vagueness beyond this point, for we 
do then the harm that good men do.” 


188 See Seas Shipping Co., Inc. v. Commissioner, 1 T. C. 30 (1942). 

189 See supra notes 35 and 36. 

140 Harvey, supra note cre 

141 See PAuL, op. cit. supra note 1, “Motive and Intent in Federal Tax 
Law.” See Brian, J., in Y. B. 17 Edw. IV, 1: “The thought of man shall not 
be tried for the Devil himself knoweth not the thought of man.” See also 
Winfield, Ethics in Case Law (1931) 45 Harv. L. Rev. 112, 115, referring to 
Lord Justice Bowen’s remark that the state of a man’s mind is as much an 
ascertainable fact as the state of his digestion. 
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Co. case applied a more objective test with respect to the 
earmarking of the subsidy-payment than had theretofore 
been considered necessary under the Cuba Railroad deci- 
sion. 

Roughly, the primary considerations in the determina- 
tion of the taxability of the subsidy, when viewed in the 
light of the limitations placed on the Cuba Railroad doc- 
trine by the Lykes Bros. Steamship Co. and Baboquivari 
Cattle Co. cases, would seem to be these. If it is to be 
regarded non-taxable, the amount paid the subsidized tax- 
payer must be unmistakably earmarked as a contribution 
toward, or an addition to, the capital investment of the 
taxpayer; it must be further earmarked by the taxpayer 
himself for use in completion of capital plant, or reim- 
bursement for prior capital expenditures. Finally, the 
sum actually must be expended on, or at least considered 
as, a capital asset. To treat it, even for bookkeeping pur- 
poses, like other income, or to make it available for oper- 
ating expenses or payment of dividends, whether so used 
or not, may well prove fatal. 

It may tax imagination to read these strict requirements 
into the original doctrine of Edwards v. Cuba Railroad 
Co., but unless the Supreme Court modifies the recent 
developments in the Circuit Courts of Appeals, it would 
be imprudent to disregard them. 





CONDEMNATION PROCEDURE DURING 
WORLD WAR II* 


By 
CAROLYN ROYALL JUST 


The Japanese attack on Pearl Harbor caused a tre- 
mendous acceleration in the land acquisition program of 
the United States. Within a few days plans were ready 
for the expansion of the Army, Navy and Air Forces to 
unheard of proportions. Additional physical facilities of 
all types were urgently needed in the preparations for 
waging total war. A greatly increased volume of requests 
began to pour into the Lands Division of the Department 
of Justice from different government agencies requiring 
the immediate possession of land for army camps and 
maneuver grounds, naval depots, bases and training areas, 
and for facilities for the increased construction of ships, 
planes, and other materiél of war. 

The increase in the number of condemnation cases is 
indicated by the following table: * 


Fiscal Year Ending June 30 
1943 1942 1941 1940 1939 
Number of new condemna- 
tion cases instituted 4,683 3,818 1,778 1,194 879 
Number of tracts in cases 
43,970 36,920 12,333 6,372 6,069 


In 1942, these figures showed an increase in volume of 
134 per cent over 1941, and of 231 per cent over 1940. In 
1943 there was an increase of 290 per cent over 1940. 
From the 1939 fiscal year to January 1, 1944, 13,973 sepa- 


* This article deals with the statutory authority and procedures of the Lands 
Division of the Department of Justice in condemnation proceedings. Analysis 
of court decisions in eminent domain cases during World War II is not 
within the scope of this discussion but is the subject of a separate article now 
» Se course of preparation for publication in a forthcoming issue of this 

IEW. 

+ Member of the Bar of the District of Columbia and Illinois; formerly 
Attorney, Lands Division, Department of Justice; Special Attorney, Antitrust 
Division, Department of Justice. 

1 See ANNUAL REPorT OF THE ATrorNEY GENERAL for the fiscal years ending 
June 30, 1939, 1940, 1941, 1942 and 1943. 
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rate condemnation actions were instituted for national de- 
fense, involving 118,664 tracts, and covering 22,202,564 
acres, for which $357,965,922 was deposited into court as 
just compensation. 

The personnel of the Lands Division increased to han- 
dle this enormous task from 498 on July 1, 1939, to 894 
on July 1, 1942, and to 919 on July 1, 1943. 

Even before the War, condemnation was often resorted 
to in order to avoid the long delays incident to acquisi- 
tions by direct purchase. It was found, however, that 
while procedure in existing statutes worked reasonably 
well in the more or less leisurely days of peace, it was far 
too cumbersome and slow, and that a definite slowing 
down of the war effort was in prospect. In order to aid 
in the vigorous prosecution of the War, the Second War 
Powers Act was enacted on March 27, 1942. This Act 
amends an Act passed during the last War, known as the 
“War Purposes” or “Imminence of War” Act* which 
authorized the securing of immediate possession of lands 


needed by the War Department, for certain purposes. The 
1917 Act was limited to the War Department. 


THE SECOND WAR POWERS ACT 


The Second War Powers Act provides that the Secre- 
tary of War, the Secretary of the Navy, and any officer, 
board, commission, or governmental corporation author- 
ized by the President, may invoke the Act. By a series 
of Executive Orders* power to exercise the authority of 
the Act has been extended to the Maritime Commission; * 
the Federal Public Housing Commissioner of the Na- 
tional Housing Agency;° the Federal Works Adminis- 
trator; ‘ the Bureau of Yards and Docks, under the Di- 


2Second War Powers Act, 56 Stat. 176 (1942), 50 U. S. C. Supp. IL. 
App. § 632 (1942). 

$40 Stat. 241 (1917), 50 U. S. C. $171 (1940). 

4 These Executive Orders are set out in 50 U. S. C. A. App. § 632. 

5 Ex. O. 9129 (April 13, 1942), 7 Fep. Rec. 2810 (1942). 

6 Ex. O. 9150 (April 28, 1942), 7 Fep. Rec. 3217 (1942). 

7 Ex. O. 9186 (June 5, 1942), 7 Fep. Rec. 4317 (1942). 
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rection of the Secretary of the Navy;* the Division of 
Central Administrative Services in the Office for Emer- 
gency Management, Executive Office of the President; ° 
the Reconstruction Finance Corporation; * the Office of 
Scientific Research and Development in the Office for 
Emergency Management;™ the Secretary of Agricul- 
ture; ** and the Attorney General.” 

Title II of the Second War Powers Act relates to the 
acquisition and disposition of property. It authorizes 
such acquisition by purchase, donation, or other means of 
transfer, or by condemnation. It expressly permits the 
taking of lesser estates in land than the fee simple title. 
Thus, terms for years can be taken for use during the war, 
and the property returned when it is no longer needed. 
There is a consequent saving in money to the Government, 
with less permanent harm to the landowner. The Act 
authorizes the acquisition of personal property located 
on land being acquired or used in connection therewith. 
No provision for the acquisition of personalty by con- 
demnation was made in the War Purposes Act of 1917. 

The purposes for which property is being acquired dur- 
ing the war are as varied as the requirements of the war 
on the home front. To enumerate some of the uses for 
which acquisitions are being made, there are military 
camps, air bases, supply depots, embarkation depots, 
bombing ranges, artillery proving grounds, dry docks in 
which to build and repair ships, housing areas, recrea- 
tional facilities for war personnel, and plant sites for the 
manufacture of tanks and guns. While the majority of 
condemnation proceedings since Pearl Harbor have been 
for war purposes, there are still some takings under stat- 
utes utilized in time of peace, such as the Rivers and Har- 


8 Ex. O. 9194 (July 7, 1942), 7 Fep. Rec. 5257 (1942). 

9 Ex. O. 9211 (Aug. 1, 1942), 7 Fen. Rec. 6030 (1942). 

10 Ex. O. 9217 (Aug. 7, 1942), 7 Fep. Rec. 6177 (1942). 

11 Ex. O. 9218 (Aug. 11, 1942), 7 Fev. Rec. 6381 (1942). 
12 Ex, O. 9249 (Oct. 1, 1942), 7 Fep. Rec. 7874 (1942). 

18 Ex. O. 9321 (March 25, 1943), 8 Fen. Rec. 3749 (1943). 
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bors Act,"* Weeks Forestry Act,** and others. There are 
at least 90 statutes under which the Federal Government 
may condemn land, although some of these pertain to a 
limited use in a specific locality, and the power conferred 
has been exhausted. 

It was contemplated that the Second War Powers Act 
would supplement rather than supplant existing statutes 
and procedures. As a consequence, proceedings are con- 
ducted, as in the past, in general conformity with the pro- 
cedures of the various states, pursuant to the General 
Condemnation of Sites Act of 1888.*° Likewise, the Dec- 
laration of Taking Act’ remains applicable, and is often 
used in proceedings brought under the Second War Pow- 
ers Act in order to place moneys in court for the use of 
the landowners. Under the Declaration of Taking Act, 
title to the land vests in the United States upon the filing 
of a declaration and the deposit of the estimated compen- 
sation into court. The purpose of the Act is to give the 
Government immediate possession, to stop the running of 
interest on the amount deposited, and to provide means 
for the immediate payment of the deposit to the former 
landowner.”* It should be noted, however, that condem- 
nations under the Second War Powers Act may also be 
conducted without the filing of declarations of taking, in 
which case judgment determining just compensation is 
entered prior to the payment of any money into court. 

In some instances deposits are made into court of ad- 
vance payments for land, interests in land, or for its tem- 
porary use, by the War Department, without filing a 
declaration of taking. This authority was specifically 


14 Rivers and Harbors Act, 25 Stat. 94 (1888), 33 U. . i Bay 
oa Act, 36 Stat. 962 (1911), 43 Stat. 654 ti94)" 16 U.S C. §515 


) 

16 General Condemnation of Sites Act, 25 Stat. 357 (1888), 40 U. S. C. 
§ 257 (1940). 

17 Declaration of Taking Act, 46 Stat. 1421 (1931), 40 U. S. C. § 258 a-e 
(1940). See Marcus, The Taking and Destruction of Property under a Defense 
and War Program (1942) 27 Corn. L. Q. 317. 

18 See United States v. Miller, 317 U. S. 369, 63 Sup. Ct. 251, 87 L. ed 
336 (1943), noted in (1943) 11 Geo. WasH. L. REv. 385. 
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granted to the War Department,” other advance payments 
at present being generally prohibited by Section 3648 of 
Revised Statutes.” 


INSTITUTION OF PROCEEDINGS 


The Attorney General is charged with the conduct of 
all proceedings brought in behalf of the United States” 
and with the approval of title to all land acquired by the 
Government.” Thus, eminent domain proceedings,” as 
well as general civil litigation, are conducted by the De- 
partment of Justice, as has been previously indicated. The 
various agencies of the Government which require the 
condemnation of lands for their activities request the 
Attorney General to cause a proceeding to be instituted 
to condemn designated lands. As in peace time, the neces- 
sity** and extent” of the taking are purely administrative 
matters, and the determination of the head of the acquir- 
ing agency in these respects is final. However, the ques- 
tion of public use remains a judicial question.” 

A certified copy of the request to condemn is forwarded 
by the Department of Justice to the field attorney in the 
federal judicial district in which the land lies, and is 
usually filed in court along with the petition for condem- 
nation, which is prepared by the field attorney. 

The Second War Powers Act provides, among other 
things, for the taking of immediate possession of land by 
the Government upon the filing of a condemnation pro- 
ceeding. Initially, often only a perimeter description of 


19 Military Appropriation Acts, 56 rom 611 (1942); July 1, 1943, Pub. 
No. 108, 78th Cong. c. 185, Ist Ye: (194 

20R. S. § 3648 (1878), 31 U. S. & e390 (1940 ). 

21 Act of . yi 24, 1879, c. 20, sec. 35, 1 Stat. 73, 92; New York v. 
New Jersey, 256 U. S. 296, 308, 41 Sup. Ct. 492, 65 L. ed. 937 (1921). 

22R. S. § 355 (1878), 40 U. S.C. § 255, 50 U. ac §175 (1940). 

23 Supra note 16. 

24 rs e Co. v. County of Los Angeles, 262 U. S. 700, 705, 43 Sup. Ct. 689, 
67 L. 1186 My oi Joslin Mfg. Co. v. Providence, 262 U. S. 668, 678, 
2 _— ‘Ct. 67 L. ed. 1167 (1923); Coggeshall v. United States, 95 

F. (2d) 986 fc "CA. “ne 1938). 

"28 United States v. Chandler-Dunbar Water Power Co., 229 U. S. 53, 66, 
33 Sup. Ct. 667, 57 L. ed. 1063 (1913). 

26 Shoemaker v. United States, 147 U. S. 282, 298, 13 Sup. Ct. 361, 37 L. ed. 
170 (1893) 
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the land is available but this is utilized so that the pro- 
ceeding may be filed within a minimum of time after the 
appropriate officer or agent of the arm of the Government 
requiring the land has made the proper request. Detailed 
descriptions of each individual tract are substituted later 
by amendment to the petition, as well as additional infor- 
mation concerning ownership which is usually similarly 
unavailable when the proceeding is first filed. If separate 
tract descriptions and full ownership data are available, 
they are, of course, used in the first instance. 

Although judicial sanction for immediate possession is 
unnecessary where a condemnation proceeding is insti- 
tuted pursuant to the Second War Powers Act, it is cus- 
tomary for the Department of Justice attorneys to move 
the court for an order granting immediate possession, 
although the Government has entered into possession on 
occasion without court order. Often construction crews 
are waiting to move in when the request for immediate 
possession is received by the Department of Justice. 

The speed with which condemnation proceedings must 
be conducted in war time to permit the acquiring agency 
to go into immediate possession was anticipated long be- 
fore Pearl Harbor. In 1939, condemnation procedure 
was streamlined in the Lands Division of the Department 
of Justice, to see how fast condemnation cases could be 
prepared and filed after requests to condemn were re- 
ceived. Assistant Attorney General Norman M. Littell * 
described this speeding-up process as follows: 

After ironing out various administrative difficulties, we took 
the main Naval Base on Terminal Island in San Pedro Harbor, 
California, in 11 days, the Northeast Air Base in Massachusetts 
in 12 days, McDill Field in Florida in 12 days, and the Corpus 
Christi, Texas, Naval Air Station in 3 days, as well as many 
other sites far and near on the continent in a few days only. 

What could be achieved by team work between attorneys at the 
seat of government and in the field was quickly demonstrated. 


By giving advance notice by telegram or air mail to field attor- 
neys, cases could be tentatively prepared in advance and even 


27In charge of the Lands Division since April 21, 1939. 
4 
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the courts were advised in advance of the proposed filing of the 
cases. 

By the end of 1940, title and orders of immediate possession 
were being secured in an average time of 15 days any place in 
continental United States and the territories, counting from the 
hour and the moment when the request was received in the Lands 
Division to the moment when title vested or immediate posses- 
sion was ordered by a United States district court. In 1941 this 
time was reduced to 5 days. By the last quarter of 1941 during 
which the attack on Pearl Harbor occurred, sites were being 
acquired anywhere under the American flag in an average time 
of 4 days, 4 hours and 12 minutes.” 

In 1942, due to the increased number of requests and 
loss of airmail planes, the time for filing condemnation 
cases was increased to 7 days.” During 1943, the average 
time was 4 days, 10 hours and 29 minutes. 

It has long been a rule of the Department of Justice 
that a request for condemnation must be dispatched the 
same day it is received to the field attorney in whose dis- 
trict the land lies. 

After the institution of a condemnation case, the Lands 
Division field attorney keeps in close contact with the 
project manager of the acquiring agency to determine 
when existing improvements will be demolished and how 
negotiations for settlement are proceeding with the land- 
owners. The landowners are often permitted to remain in 
possession until construction must proceed in the partic- 
ular area in which they reside. If negotiations for direct 
purchase are successful, the condemnation proceeding 
will be dismissed. However, the state of the title may be 
such that a good conveyance cannot be had due to tech- 
nical objections. If a settlement is reached with the land- 
owner in such a case, the condemnation proceeding will 
be closed by the entry of judgment on a stipulation, with- 
out a trial; or, if a stipulation is not used, the value of 
the land is proved up without a contest. If it is impos- 
sible for the Government and the owner to agree on a 


28 Address of Assistant Attorney General Norman M. Littell, delivered before 
the American Institute of Real Estate Appraisers, St. Louis, Mo., November 
18, 1942. 

29 See ANNUAL REPORT OF THE ATTORNEY GENERAL, 1942, at 127. 
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price, the just compensation for the land acquired will be 
determined judicially. 


INTERESTS ACQUIRED 


In a number of defense acquisitions, the acquiring 
agency has determined that an estate less than a fee is 
adequate for the purposes of the particular project. Per- 
petual easements are acquired for pipe lines, leaving the 
title in the original owner who may continue to use the 
land for any purpose not inconsistent with the use by the 
Government. In many instances where the use of large 
hotels has been necessary, a term of years was acquired, 
varying from one to five years, with the right to renew in 
the discretion of the head of the acquiring agency during 
the war. Sometimes notice to the landowner within a 
certain period of time, such as 30 days, is required for the 
renewal of the term. A termination clause may be insert- 
ed in the description of the term acquired, providing that 
it shall end at the conclusion of hostilities or earlier on 
60 days notice. 

As a result of the great speed, in some instances it was 
found that the use of the land for the purpose for which 
acquired did not require the estate originally taken, or it 
was discovered after inventory and appraisal that houses, 
trees, or fixtures thereon were not needed by the Govern- 
ment. Amendments have been permitted in such cases to 
avoid loss and inconvenience of the landowner. Thus one 
landowner was permitted to transplant a valuable fig 
orchard, and another to remove his dairy equipment and 
facilities which would serve no useful purpose in the gov- 
ernment project. To assist in adjusting such situations, 
an Act® drafted in the Lands Division was passed by Con- 
gress, giving authority to the Attorney General “to ex- 
clude any property or any part thereof, or any interest 
therein, that may have been, or may be, taken by or on 
behalf of the United States by declaration of taking or 


8056 Stat. 797 (1942), 40 U. S. C. Supp. II. §258 f (1942). 
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’ 


otherwise.” Thus it was possible to revest in the land- 
owner title to land, buildings or fixtures acquired by 
inadvertence or mistake or which were determined sub- 
sequent to the institution of the proceeding to be unneces- 
sary for the project. In some instances, the mineral estate 
has been returned to the owner. The use of the land dur- 
ing the war usually necessitates the curtailment of the 
owner’s right of ingress and egress during the emergency. 


DISTRIBUTION OF FUNDS 


Under the Declaration of Taking Act the responsibility 
of distributing funds deposited in court in advance of the 
determination of compensation rests on the court.” In 
most courts, however, the views of the Lands Division 
attorneys as to the manner in which funds should be dis- 
tributed have carried considerable weight. Aside from 
the determination of value by stipulation or by court pro- 
ceedings, title evidence satisfactory to the court must 
establish the ownership of the person to whom payment 
should be made. In the accelerated program of acquisi- 
tions the resultant hardship on dispossessed landowners 
where immediate possession was necessary caused the 
Lands Division to take an active part in distributing funds 
promptly. 

When he is known, the property owner is promptly 
notified of the date and amount of the deposit and is re- 
quested to submit an affidavit showing his interest in the 
property, his right to compensation, and all adverse claims 
or liens with the names and addresses of lienholders or 
claimants. Information is also obtained as to all taxes 
and assessments due against the property. Sworn state- 
ments are obtained from lienors or claimants which are 
checked to see whether the statutory period of limitations 
has run against their claims. 

Where available, abstracts of title have been borrowed 
from the landowners and brought up to date without the 


(189 _ States v. Dunnington, 146 U. S. 338, 13 Sup. Ct. 79, 36 L. ed. 996 
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necessity of securing new title evidence. Where no title 
evidence was available, title companies or lawyers have 
been required to furnish it within 30 to 60 days. Title for 
the tracts where construction must proceed is required 
first, so that the property owners will be able to get some 
money with which to move, thus coérdinating every phase 
of the acquisition program. Claimants are assisted in pre- 
paring petitions for at least the partial distribution of 
funds. An amount may be retained in the registry of 
court to cover encumbrances such as liens for taxes and 
mortgages, and the balance is made available to the land- 
owner who is freed from the necessity of employing legal 
assistance. 

Every effort has been expended to effect partial dis- 
tribution of funds deposited in court to dispossessed prop- 
erty owners, prior to the completion of valuation reports 
and the obtaining of complete title evidence. However, 
as indicated above, the Government uses private title com- 
panies and abstractors for title evidence. The magnitude 
of the acquisitions and the involved state of the title have 
caused much delay under the present state of the law, 
necessitating further reform. 


APPROVAL OF TITLE BY ATTORNEY GENERAL 


The Second War Powers Act does not dispense with 
the necessity of an opinion by the Attorney General in 
favor of the validity of title, required by Section 355 of 
the Revised Statutes** but does provide that land acquired 
under that Act may be “occupied, used and improved” 
prior to such approval of title. The provision in Section 
355 supra requiring the Attorney General to furnish such 
an opinion prior to the expenditure of public funds is, 
therefore, modified so far as lands acquired under the 
Second War Powers Act are concerned. Until recently 
this section was virtually unchanged since 1841, the joint 

32 Second War Powers Act, supra note 2. 54 Stat. 1083 (1940), 33 U. S. C. § 733 


(1940) ; 54 Stat. 1083 (1940), 34 U.S.C. §520 (1940) ; 54 Stat. 1083 (1940), 
40 U. S. C. $255 (1940) ; 54 Stat. 1083 (1940), 50 U. S. C. $175 (1940). 
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resolution passed in that year being incorporated in sub- 
stance in Section 355 of the Revised Statutes. Over a long 
period, this section was interpreted to mean that the title 
to land purchased must be free from all infirmities, and as 
a result many condemnation cases were instituted for the 
sole purpose of clearing title. When it was found neces- 
sary to acquire large areas of low value lands, the delay 
and expense in this procedure appeared obviously imprac- 
tical. The impracticability was first apparent in prewar 
acquisitions for conservation projects, rural rehabilitation, 
national forests and the like. In the period of land ex- 
pansion when low-value lands were needed promptly for 
bombing and firing ranges, and other vast training areas, 
this impracticability was patently impeding and cumber- 
some. Amendments to Section 355 were consequently 
drafted in the Lands Division and have become law.” 
These amendments permit the acceptance of title subject 
to minor defects if the value of the land does not exceed 
$10 an acre and the total value of land under a single con- 
tract does not exceed $3,500, provided the Attorney Gen- 
eral determined that the interests of the United States 
will not be jeopardized, authorized the waiver of title 
defects in the acquisition of easements, and modified the 
requirement for exclusive jurisdiction over land acquired 
by the Federal Government. Thus it is apparent that 
while the statistics given for land acquired by condemna- 
tion show a vast increase, these figures are not a true com- 
parison with earlier years. If previous policies had 
continued to be followed, all the acquisitions involving 
low value lands would have been thrown into condemna- 
tion. 

As a matter of expediency, in states where certificates of 
title cannot be obtained, policies of title insurance follow- 
ing prescribed forms of the Department and based on 


and 50 U. S. C. §175 (1940); 54 Stat. 1083 


38 54 Stat. 19 (1940), 33 U. S. C. § 733, 34 . Gi C. § 
U. S. C. §520, 40 U. S. C. § 255, and 50 U. S. C. 
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preliminary reports as to the condition of the title, have 
been determined by the Attorney General to be acceptable 
evidence of title for the duration of the War in acquisi- 
tion for military purposes by the War Department. 

The Lands Division has drafted a bill, now pending in 
Congress, which provides in general that when real 
property is acquired for war purposes there shall be 
speedy and summary notice to the landowner, effected by 
publication, posting, personal service, or other means de- 
termined by the Attorney General. Then, after approxi- 
mately 30 days, the court would be authorized to deter- 
mine the title and to order immediate distribution of any 
funds in court. The head of any agency acquiring lands 
for war purposes would be authorized to deposit funds 
or make partial payments to the landowners, and any 
amounts distributed or partial payments made would be 
deducted from the final award. Within two years there- 
after, any party who believes he has an unsatisfied claim 
may present it to the Attorney General, who would be 


required to report any such claims to Congress. The bill 
is designed to meet the exigencies of the present war emer- 
gency and to alleviate consequent hardships on property 
owners. It is anticipated that favorable action will be 
taken by Congress in the near future. 


VALUATION 


The conduct of the trial of condemnation cases has not 
changed during the war. It is found at times that juries 
in various jurisdictions still regard the Government as a 
beneficent provider with unlimited funds with which to 
pay far above the true value of lands acquired. However, 
such situations are in the minority, and the patriotism of 
our citizens has prevented such an attitude from becom- 
ing general. In over 90 per cent of the cases in condem- 
nation settlement is effected with landowners on a volun- 
tary basis, without the necessity of a trial. Of the cases 


84H. R. 7274 and S. 2626, 77th Cong. (1942). 
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brought to trial, by far the majority are due to a genuine 
difference of opinion between the property owner and the 
Government as to appraisal theory, although in a few in- 
stances there is evidence of a deliberate attempt at profit- 
eering. 

The Department of Justice is authorized to effect set- 
tlements of condemnation cases, in the same way it may 
make other compromises of litigation to which the United 
States is a party.’ A proposed settlement is forwarded to 
the Department by the field attorney in charge of the case, 
and consideration is given to it in the light of the range 
of the Government’s available testimony of value in the 
event of a trial, the probable range of the landowner’s 
testimony, the qualifications of witnesses, any unusual 
legal issues involved, the recommendation of the Depart- 
ment’s field attorney and of the representatives of the 
acquiring agency. It should be noted, however, that nego- 
tiations for purchase prior to the institution of the pro- 
ceeding in condemnation are the responsibility of the 
acquiring agency. A valid option contract effected prior 
to filing the case, which is accepted by authorized officials 
of the acquiring agency, may subsequently be used as a 
stipulation as to value and judgment may be entered there- 
on in the proceeding. 

Individual problems arising with respect to valuation 
are too numerous in their variety to treat within the scope 
of this article, although it should be mentioned in pass- 
ing that the types of acquisitions during the war have 
increased the number and kind of valuation questions. 
Temporary takings of use and occupancy have necessi- 
tated an analysis of methods of valuing many types of 
interests. Property involved may be vacant land, resi- 
dential, industrial or farm property. If personal prop- 
erty is acquired an accurate inventory must be taken. In 


35 Ex. O. 6166, sec. 5, June 10, 1933, 5 U. S. C. § 124-132 (1940), and notes 
a). New York v. New Jersey, supra note 21; 38 Op. Att’y Gen. 124 
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the acquisition of the use and occupancy of hotel property 
this has been a particularly important item. Photographs 
must be taken to show the condition of the property at the 
time of taking, before changes occur. Claims of owners 
must be reckoned with for historical value or the cost of 
elaborate structures unsuited to the locality in which they 
were built, with no market value, but which yet lie in 
the path of the vast war machine. 

In the course of defense acquisitions, a large volume of 
confidential appraisal reports, as well as plats and docu- 
ments relating to the projects must be carefully guarded, 
and in some instances the clerk of the court is requested 
to seal the record in the interest of national security. 

In general, under the “unit rule” of valuation, the prop- 
erty acquired is valued as a whole and the share to which 
a lessee is entitled is determined at the time of distribu- 
tion. While lessees are not arbitrarily excluded from par- 
ticipation in the trial on the question of the value of the 
entire interest taken, they are not permitted to offer proof 
of the value of their individual leasehold interest.* It is 
often necessary to assist the court in determining what 
share of the value determined for the whole should go to 
a landlord and what share to a lessee. If the term ac- 
quired varies from the term of the lease, as in most cases, 
the valuation of the leasehold interest is still more in- 
volved. One of the most common questions relates to the 
liability of the United States for removal expenses in- 
curred by an owner in moving personal property or a 
business from the premises, or the removal expenses of a 
lessee. While earlier cases indicated that the United States 
was not liable for such expenses” a recent decision™ casts 

86 Silberman. v. United States, 131 F. (2d) 715 (C. C. A. Ist, 1942). 

87 Expenses incurred by an owner: Joslin Co. v. Providence, supra note 24; 
Potomac Electric Power Co. v. United States, 85 F. (2d) 243, 249 (App. D.C. 
1936), cert. den. 299 U. S. 565, 57 Sup. Ct. 27, 81 L. ed. 416 (1936) ; Futrovsky 
v. United States, 66 F. (2d) 215 (App. D. C. 1933). Expenses incurred by 
lessee: Gershon Bros. Co. v. United States, 284 Fed. 849 (C. C. A. 5th, 1922) : . 


United States v. Meyers, 190 Fed. 688 (D. Conn. 1911). 


88 General Motors Corp. v. United States, No. 8331, C. C. A. 7th, Feb. 
11, 1944, as yet unreported. 
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some doubt on the application of this rule in all cases, 
particularly when the circumstances would make its ap- 
plication inequitable. 

Among the problems which have arisen as the result of 
temporary takings during the War is the question of pos- 
sible damage to the reversion during the period of Gov- 
ernment occupancy. During the last war, one court 
entered an order to retain jurisdiction in a condemnation 
proceeding in order to assess such future damages as 
might be found to exist after the war. However, it is 
believed such an order is unauthorized. The jurisdiction 
of the court is exhausted once the value of the estate ac- 
quired has been determined,” since that is the only issue 
before the court, and to introduce such an element would 
be contrary to the principle that the proof and judgment 
must conform to the pleadings. 


CONFORMITY 


It has been mentioned earlier that under the Act of 
August 1, 1888, federal condemnation procedure must 
conform as near as may be to the pleadings and practice 
of the several states. During the entire course of a con- 
demnation proceeding, the many peculiarities of local 
procedure that must be followed vary widely, and often 
cause delays to both the property owner and the Govern- 
ment due to outmoded local practice. One example is the 
Commissioners’ hearing, provided for in approximately 
19 states and territories. Under this practice, each party 
at the hearing may secure a trial de novo before a jury, 
and since a jury trial is usually requested, the Commis- 
sioners’ hearing serves no useful purpose. The New Fed- 
eral Rules of Civil Procedure specifically excluded con- 
demnation proceedings“ except as to appeals. The need 


or re Condemnation of Lands for Military Camp, 250 Fed. 314 (S. D. Ark. 
40 United States v. 16.747 Acres in Wilmington, Newcastle County, Delaware, 
50 Fed. Supp. 389 (D. Del. 1943). 
41 Federal Rules of Civil Procedure, Rule 81 (a) 7. 
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for a uniform federal statute to govern condemnation pro- 
cedure and to eliminate the cumbersome conformity re- 
quirements has long been realized. Such rules have been 
drafted in the Lands Division as the result of the broad 
experience gained from conducting cases in all states and 
territories of the United States. The rules are now being 
considered by a subcommittee of the Advisory Committee 
on Rules of Condemnation Procedure of the United States 
Supreme Court, and it is expected that they will be pre- 
sented to the full Advisory Committee within the next 
month. 
CONCLUSION 


The land acquisition program involves many broad 
social and economic problems of readjustment. A large 
percentage of the land acquired is agricultural and after 
the war must be disposed of in the best possible way so 
that the farm families who have been dispossessed may 
be brought back to the farms and the land again culti- 
vated. The return of large industrial plants to private 
industry involves careful study so that such disposition 
will be effected with due regard for the preservation of an 
economy of free private enterprise and the protection of 
the small business man. Many studies are now being 
made and varied plans have already been proposed for 
liquidating Government holdings in the post-war world.” 
It is impossible to predict now what machinery will be 
utilized by Congress for this purpose. Such speculations 
involve problems too involved to consider in connection 
with this brief exposition of the specialized procedure of 
federal condemnation proceedings, which it is hoped will 
furnish some indication of what one branch of the Gov- 
ernment is doing in the war effort. 


42 F. g., Baruch Report on War and Post-War Adjustment Policy, S. Doc. 
No. 154, 78th Cong., Od Sess. (1944); Preliminary Report of Special Com- 
mittee on Post-War Economic Policy and Planning, S. Rep. No. 539, 78th 
Cong., Ist Sess. (1943) ;_ Report of Senator Joseph C. O’Mahoney to Special 
Committee in Post-War Economic Policy and Planning, S. Doc. No. 106, 78th 
Cong., Ist Sess. (1943). 
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For years land concentration and absentee ownership 
have been two of the most pressing problems of Puerto 
Rico. The island has a total area of 3,435 square miles, 
equivalent to 2,198,400 acres, of which 1,222,284 are till- 
able. According to the census of 1940 her population 
totaled 1,869,255 inhabitants,’ which represents an average 
of 544 persons per square mile. It has been officially 
established, and made the subject of judicial declaration,’ 
that 72.3 per cent of the total population live in the rural 
zone and depend entirely on agricultural activities for 
subsistence; that Puerto Rico has an average of less than 
one acre of tillable land per rural inhabitant; that 251,000 
acres or one-fifth of all the lands adapated to agriculture 
are used for the production of sugar cane and that 196,757 
acres, or more than 70 per cent of the total acreage planted 
to sugar cane, are owned or controlled by companies 
which in turn are controlled almost exclusively by ab- 
sentee stockholders. It has been established further that 
the companies so organized and controlled produce norm- 
ally 59 per cent of the total sugar output of Puerto Rico, 
thus controlling almost 40 per cent of the total agricul- 
tural wealth, and that during the decade from 1920 to 
1930 the combined acreage of all the rural estates managed 
by their owners was decreased by 318,232 acres, while the 
total acreage operated under foreign management was in- 
creased by about 325,425 acres.‘ 


1 Puerto Rico v. Rubert Hermanos, Inc., 53 Puerto Rico Reports 741, aff'd 
309 U. S. 543, 60 Sup. Ct. 699, 84 L. ed. 916 (1940); Laws of Puerto Rico 
yA aaa of Motives, Land Law of Puerto Rico, Act. No. 26 of April 

2 16TH Census oF THE Unttep States, 1940 (U. S. Dept. of Comm., Bureau 
of the “yen, 1942), Population, First Series, Number of Inhabitants, Puerto 

ico, p. 2. 

8 Supra note 1. 

4 Supra note 1. 

[ 302 ] 





LAND AUTHORITY OF PUERTO RICO 


I. HISTORICAL BACKGROUND 
Puerto Rican 500 Acre Limitation Law 


On May 1, 1900, the Congress of the United States en- 
acted Joint Resolution No. 23 (S. R. 116) supplementing 
the Organic Act of Puerto Rico of April 12, 1900, known 
as the Foraker Act, by which corporations were restricted 
to the ownership of not more than 500 acres of land.* In 
recommending the approval of this measure the House 
Committee on Insular Affairs stated that “it would not be 
for the interest of a million people [the population of 
Puerto Rico in 1900] crowded upon a territory 100 by 40 
miles in extent, to have one corporation own all, or sub- 
stantially all, the land.” *° The support of the Democratic 


5 31 Stat. 716, § 3 (1900), 48 U. S. C. § 752 (1940). It provides: “. . . every 
corporation hereafter authorized to engage in agriculture shall by its charter be 
restricted to the ownership and control of not to exceed five hundred acres of 
land; and this provision shall be held to prevent any member of a corporation 
engaged in agriculture from being in any wise interested in any other corpora- 
tion engaged in agriculture, . . . Corporations not organized in Puerto Rico, and 
doing business therein, shall be bound by the provisions of this section so far as 
they are applicable.” Cf. Opinion of Attorney General Wickersham, 28 Op. 
Att’y Gen. 258, 260-261 (1910). Note that a similar restriction had been in 
force since 1887 in territories ranging from 100,000 to 200,000 square miles, lim- 
iting the landholdings to 5,000 acres. 24 Stat. 476 (1887), 8 U. S. C. § 71 et 
seq. (1940). Several states also included similar restrictions against corporate 
entities. In the Organic Act of Hawaii a limitation of 1,000 acres was inserted, 
45 Conc. Rec. 7624 (1910), and in the Philippines, infra p. 311. 

6 33 Conc. Rec. 4621 (1900), Statement of the Chairman of the House Com- 
mittee on Insular Affairs. Governor Tugwell holds that the most tenable theory 
to explain how Congress inserted in the Joint Resolution of 1900 the 500 acre 
limitation is that the limitation was the result of machinations of the sugar inter- 
ests of the United States and Hawaii to counteract possible Puerto Rican com- 
petition. See TUGWELL, Investigation into Administrative Responsibilities Under 
the 500 Acre Limitations on Land Holdings in the Organic Act for Puerto 
Rico, in CHANGING THE ColLoniIAL CLIMATE (San Juan, P. R. 1942) 14-25. The 
author made a thorough investigation of the legislative history of the limitation 
and could not find any evidence to substantiate such a charge. The explanation 
given by Mr. Guerra-Mondragon, infra note 22, at 12 that “The pressure an en- 
raged public opinion brought to bear on Congress was such that to appease the 
public mind, Congress passed the Joint Resolution,” seems to be the correct one. 
It is well to remember that similar restrictions were imposed in Hawaii and the 
Philippines. The limitation was first inserted in the House Committee on In- 
sular Affairs, while considering an amendment to the Foraker Act to continue 
in office those serving under the Military Government until appointment and 
qualification of their successors under the Organic Act. This enactment was 
imperative because there was no time to select the officials under the new Act. 
The restriction, as originally approved by the House, prohibited corporations 
from engaging in agriculture. The Senate refused to accept it and the measure 
went to conference where the absolute prohibition was substituted for the 500 
acre limitation. Senator Foraker, the author of the Organic Act and of the 
amending resolution, explained to the Senate that the restriction “was adopted 
in the conference against my objection.” (Jbid., 4852). The conference report 
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minority of the House Committee was also founded on a 
desire to protect the population of Puerto Rico against 
exploitation by “the great corporations of this country.” ‘ 

When the 500 acre limitation law was enacted, the land 
of Puerto Rico was divided into small tracts. From 1900 
to 1910 corporate concentration of ownership of the land 
developed in complete disregard of the legal maximum 
fixed by the Congress. Attempts were then made to mod- 
ify the maximum. On January 29, 1910, President Taft 
recommended, as one among several amendments to the 
Organic Act, the increase of the permissible maximum of 
corporate land ownership to 5000 acres,” the adoption of 
heavy penalties to enforce the restriction, and the exten- 
sion of the limitation to natural persons." The Com- 


was submitted to the Senate on April 30th, and it was passed by that body de- 
spite objections because the Foraker Act was made effective as of May 1, 1900, 
and unless the measure had been approved Puerto Rico would have been left 
without duly constituted officials. See also ibid., 4613, 4614, 4616, 4686, 4851, 
4852 and 4853. 

7 Ibid., 4619, Statement of Mr. Jones, of Virginia. 

8 Hearings before the House Committee on Insular Affairs (1900), p. 12 
testimony of General George W. Davis, Military Governor of Puerto Rico; 
Davis, Report of the Military Government of Porto Rico (1900 

® Senate Hearings on the Bill to Provide a Civil Government for Porto Rico 
a especially testimony of Mr. Carlos Toro, General Manager of the Santa 
Isabel Sugar Company. The owners of various corporations appeared at the 
Hearings to Me 3 that no acreage limitation should be prescribed in the pending 
bill. Jbid., p. 3. They admitted they owned more than the authorized maxi- 
mum. The ) of War, Mr. Dickinson, testified that some of the planta- 
tions in Guanica controlled from 20,000 to 40,000 acres. Mr. Cayetano Coll- 
Cuchi, a Puerto Rican attorney and member of a Puerto Rican delegation which 
appeared before the House, testified that the corporations were openly violating 
the law and that Guanica Central owned about 50,000 acres and soon would 
cover the whole southern part of Puerto Rico. He pleaded for a limitation of 
3,000 acres and an effective enforcement of this maximum. His vigorous de- 
nunciation of the activities of the absentee corporations in 1910 is difficult to 
reconcile with his position before the Tugwell investigating committee. See 
Transcript, Final Hearings by the Tugwell Group Held at San Juan, Puerto 
Rico, on May 26th, 27th and 29th, 1941. See also 45 Conc. Rec. 7624 (1910), 
statement by Mr. Madison; ibid., page 7628, statement by Mr. Helms. Both 
refer to the utter disregard of the restriction by absentee corporations and the 
concentration of land in their hands. 

10H, Doc. 615, 6lst Cong. 2d Sess. (1910), message from the President of the 
United States transmitting a Report made by the Secretary of War upon condi- 
tions existing in Puerto Rico, January 29, 1910. See also Hearings Upon the 
Bill Proposing to Amend the Present Organic Law of Puerto Rico. Report of 
the Secretary of War, p. 16, House of Representatives, 61st Cong. (1911). 

11 Hearings, supra note 10, at 91-92. As to the advisability of extending the 
limitation to natural persons, the Secretary of War explained: “I applied it to 
individuals because I have drawn this so carefully that if it is the policy to put 
the limitation in there can not be any evasion of it. . . . If you strike out the 
individuals, it would not relieve the situation.” 
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mittee on Insular Affairs of the House of Representatives, 
to which the President’s message was referred, sponsored 
H. R. 23,000 which proposed a maximum of 3,000 acres.” 
However, the suggested amendment was not enacted, even 
in a modified form * and the existing 500 acre limitation 
was declared to be reasonable.* ‘Thus, the strong appeal 
made by the sugar corporations for either an outright 
elimination of the restriction or an increase of the maxi- 
mum even to a much larger amount than the legal maxi- 
mum asked by President Taft failed.” 

In 1917, at the time of the introduction of a Bill (H. R. 
9533) to provide a new Organic Act for Puerto Rico, an- 
other attempt to eliminate the 500 acre limitation was 
made,** but without success.” On the contrary, a pro- 
vision was inserted by the Senate which specifically called 
upon the Governor of Puerto Rico to make a report to the 
Congress on all land holdings used for agricultural pur- 
poses, apparently as a step toward enforcement of the re- 
striction ** and also declared “That the right to legislate 
further upon the subject is reserved to Congress.” ** The 


12 Mr. Depew, Chairman of the Committee on Pacific Islands and Porto Rico, 
to which was referred the President’s message of January 29, 1910 (H. R. 19718 
and H. R. 22554), after considering the questions, reported H. R. 23,000 as a 
substitute for the above. S. Rep. 920, 6lst Cong. 3rd Sess., pp. 1 and 4 (1910). 

13H. R. 23,000, supra note 12, was allowed to die in Committee. TUGWELL, 
op. cit. supra note 6, p. 24. 

14 Statements of Mr. Stephen, of Texas, and Mr. Jones, of Virginia, 45 Conc. 
Rec, 7226 and 7229 (1910). 

15 Supra note 13. 

16 Senator Shafroth, of Colorado, the sponsor of the Bill (H. R. 9533) in the 
Senate, advocated an increase in the land limitation and opposed forfeiture of 
the excess land. 54 Conc. Rec. 1328-1329 (1917). The Bill H. R. 9533 was 
passed and is the present Organic Act of Puerto Rico. 39 Stat. 951 (1917), 48 
U. S. C. § 752 (1940). 

17 Senator Broussard succeeded in inserting this amendment (Senate Amend- 
ment No. 75), 54 Conc. Rec. 3006 (1917). It provided: “That nothing in this 
act contained shall be so construed as to abrogate or in any manner impair or 
affect the provision contained in section 3 of the joint resolution approved May 
1, 1900, with respect to the buying, selling or holding of real estate. That the 
Governor of Porto Rico shall cause to have made and submitted to Congress at 
the session beginning the first Monday in December, 1917, a report of all the real 
estate used for the purpose of agriculture and held either directly or indirectly 
by corporations, partnerships, or individuals. That the right to legislate further 
on this subject is reserved to Congress.” See also 54 Conc. Rec. 4166 (1917). 

18 Td. 

19 Jbid., at 3006. 
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House disagreed.” ‘The Senate then acquiesced and the 
provision was eliminated.” 

Notwithstanding the above, the written prohibition con- 
tinued to be a “dead letter” from 1910 to March 235, 
1940,* when the Supreme Court of the United States de- 
clared that the Legislature of Puerto Rico had a right to 
enforce the limitation and that the same was constitu- 
tional.” During that period, concentration of land in the 
hands of absentee corporations steadily increased.* 
Nevertheless, no attempt was made by the prosecuting 
authorities to enforce the restriction until early in 1936.” 

In 1913 a Registrar of the Property had refused to reg- 
ister a deed of a corporation on the basis that it appeared 
from the public records under his custody that the said 


20 Tbid., at 3995. 


21 Jd 


22 MIGUEL GUERRA-MONDRAGON, LAND CONCENTRATION—PUERTO RICO’S 
Worst Enemy (San Juan, P. R. 1938). Prepared for the Puerto Rico Recon- 
struction Administration (PRRA). Mr. Guerra is the General Counsel of the 
Land Authority and was the Chief Counsel in the 500 acre law litigations. The 
following data is given by the Secretary of the Land Authority on land owner- 
ship by absentee corporations : 


Eastern Sugar Associates 54,691 acres 
Fajardo Sugar Growers Ass’n 48,170 acres 
Luce & Co. 47,436 acres 
IO Jo ccccscciraecsnscudeocseanen 29,317 acres 


179,615 acres 


Gandara, La Ley de Tierra de Puerto Rico—La Autoridad de Tierras y su 
Obra (Land Law of Puerto Rico—The Land Authority and its Accomplish- 
ments). Address given at the University of Puerto Rico, Oct. 14, 1942. Ri- 
vera-Zayas, El dominio de las tierras en relacion con el problema econdémico de 
Puerto Rico (Land Control in Relation to the Economic Problem of Puerto 
Rico) (1919) Puerto Rico (Monthly), No. 7, pages 172-186; Meléndez-Mufioz, 
Pan y Tierra (Bread and Land) (1919) Puerto Rico ILustrapo, No. 508. 

28 Puerto Rico v. Rubert Hermanos, Inc., supra note 1. 

24 Dirrie, Puerto Rico: A BroKEN PLepcE (1931) 45-88; Fairbanks, Eco- 
nomic Outlook For Puerto Rico (1935) BULLETIN OF THE COLLEGE oF BusI- 
NESS ADMINISTRATION, Univ. of Puerto Rico, No. 4, page 6; HANson, PLAN- 
NING PROBLEMS AND ACTIVITIES IN Puerto Rico (Report to the National Re- 
sources Committee, 1936). The profits were great. “One Company, the Fajardo, 
returned in 28 years of business life 12 times the value of its original stock, over 
1,200% in all, or more than 50% per year.” THE ForeEIGN Policy ASSOCIATION, 
INFORMATION SERVICE: THE PROBLEM OF PuERTO Rico (1929). “In 14 years, 
1923-1933, the 4 biggest sugar corporations earned a total of $71,895,668.” 
MANUAL oF SuGAR CompPAnies (Farr & Co., 1929, 1930, 1937). See also supra 
note 17, at pp. 1-6. Cf. CLArK, Porto Rico AND Its PropLeMs (Brookings 
Institution, 1930). 

25 Supra note 1. 
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company possessed land in excess of 500 acres.** The 
corporation appealed to the Supreme Court of Puerto 
Rico, which held that only the Attorney General was en- 
titled to bring suit against the violator, and that the Regis- 
trar had to comply with the request of the corporation.” 
Similar actions on the part of other Registrars of the 
Property, both before and after the enactment of the pres- 
ent Organic Act, resulted in similar decisions.” The legal 
theory was that only the sovereign itself can bring suit 
against a corporation for holding land in violation of its 
charter.” 


Finally, in 1936, under laws passed by the Legislature 
of Puerto Rico in 1935 to implement the 500 acre limita- 
tion in the Organic Act,* the then Attorney General, Mr. 
Benigno Fernandez Garcia, started guo warranto pro- 


26 Compafiia Azucarera de Carolina vy. Registrar of Property, San Juan, 19 
P. R. Rep. 143 (1913). This case held that the Attorney General is the official 
authorized by the Organic Act in connection with the Revised Statutes of the 
United States to initiate proceedings against corporations which perform acts 
ultra vires. It was said that in the United States, corporations and foreigners 
are placed by law in the same class in this respect, and although they are pro- 
hibited or limited as to possession of lands they have full power of ownership of 
the lands until the Government and the State intervene. The proceedings against 
aliens to secure the escheat of lands is known as “office found.” 


27 Ibid. 


28 The doctrine enunciated supra note 26, was affirmed in Compafiia del Toa 
v. Registrar of Property, Sec. 2, 19 P. R. Rep. 725 (1913). In this case it ap- 
peared that the conveyance in favor of the corporation was in excess of 500 
acres. The Court reiterated that “. . . until the Attorney General acts, or in 
other words, the Government, an agricultural company has a good title against 
the whole world.” The same doctrine was sustained in La Isabela Grove, Inc. 
v. Registrar of Property, 24 P. R. Rep. 240 (1916), and Porto Rican Leaf To- 
bacco Co. v. Registrar of Property, 24 P. R. Rep. 245 (1916). In June, 1935, 
the Supreme Court of Puerto Rico took a similar position. It said: “Ever since 
that time, or more than twenty years ago, the Judicial Power has spoken, with 
entire clearness and has shown the way. The Federal and the Insular Execu- 
tive and Legislative Powers and the community in general were advised. They 
are the ones who are called upon to act.” Baetjer v. Registrar of Property, 48 
P. R. Rep. 627 (1935). 


29 Compafiia Azucarera de Carolina v. Registrar of Property, San Juan, supra 
note 26. 


80 Act No. 33 of July 22, 1935, Laws of Puerto Rico, Special Session (1935) 
p. 418, which conferred upon the Supreme Court of Puerto Rico exclusive juris- 
diction over quo warranto proceedings instituted for violation of the 500 acre 
limitation law; Act No. 47 of Aug. 7, 1935, Laws of Puerto Rico, Special Ses- 
sion (1935) pp. 530-532. This law authorized the Attorney General of Puerto 
Rico or any district attorney to bring quo warranto proceedings in the Supreme 
Court against any corporation violating the Organic Act. 


5 
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ceedings against Rubert Hermanos, Inc.,” a corporation 
organized under the laws of Puerto Rico. It was alleged 
that the respondent was working some 12,188 acres of land 
in direct violation of the public policy of the people of 
Puerto Rico embodied in the 500 acre limitation. 

On July 30, 1938, the Supreme Court of Puerto Rico 
entered judgment for the petitioner. It ordered the for- 
feiture and cancellation of the license and articles of in- 
corporation of respondent, the immediate dissolution and 
winding up of affairs of the corporation and the payment 
of $3,000 fine and costs. On the same day, the petitioner 
moved that a receiver be appointed to handle the dissolu- 
tion and disposition of the respondent’s properties. 

The motion for the appointment of a receiver was held 
in abeyance pending the decision of an appeal in the Cir- 
cuit Court of Appeals for the First Circuit. That court 
reversed the judgment of the Supreme Court of Puerto 
Rico on the ground that Acts Nos. 33 and 47 * exceeded 
the authority of the Legislative Assembly under the Or- 
ganic Act of Puerto Rico.** The Supreme Court of the 


United States granted certiorari and on March 25, 1940, 
in an opinion rendered by Mr. Justice Frankfurter for an 
unanimous Court, reversed the judgment of the Circuit 
Court of Appeals and reinstated that of the Supreme 
Court of Puerto Rico.“ It was held that the Supreme 


81 Puerto Rico v. Rubert Hermanos, Inc., supra note 1. Proceedings were 
started also against the Fajardo Sugar Company. The case was decided against 
the corporation. See Puerto Rico v. Fajardo Sugar Co., 50 P. R. Rep. 156 
(1936) ; Puerto Rico v. Fajardo Sugar Co., 51 P. R. Rep. 851 (1937). 

32 Supra note 30. 
wo Hermanos, Inc. v. Puerto Rico, 106 F. (2d) 754 (C. C. A. Ist, 

34 Puerto Rico v. Rubert Hermanos, Inc., supra note 1. Among other things 
the Court said, page 544: “The question here in controversy is a matter of 
great importance to Puerto Rico and involves the power of its legislature to 
enforce Congressional policies affecting the Island” and, further, page 548 
“Surely nothing more immediately touches the local concern of Puerto Rico 
than legislation giving effect to the Congressional restriction on corporate land 
holdings. This policy was born of the special needs of a congested population 
largely dependent upon the land for its livelihood. It was enunciated as soon 
as Congress became responsible for the welfare of the Island’s people, was re- 
tained against vigorous attempts to modify it and was reaffirmed when Con- 
gress enlarged Puerto Rico’s powers of self-government. Surely Congress 
meant its action to have significance beyond mere empty words.” 
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Court of Puerto Rico acted within the scope of power 
validly conferred upon it by the Legislative Assembly. 
“Tt is admitted,” said the Court, “. . . that the remedy 
here pursued would have been available to the Legisative 
Assembly if that body had adopted the Congressional 
policy in a substantive statute of its own. . . . So long as 
the Legislative Assembly acts within the framework 
which the Congress has set up it merely avails itself of 
the power conferred in Section 37 of the Organic Act.” * 

Thereafter the Attorney General of Puerto Rico en- 
tered a request for a hearing on petitioner’s pending mo- 
tion for the appointment of a receiver. The Supreme 
Court of Puerto Rico resolved all the issues in petitioner’s 
favor, appointed a receiver of all the property of the re- 
spondent, and directed the receiver to handle the property 
as a going concern until the People of Puerto Rico should 
exercise the option granted to them by Section 2 of Act 
No. 47 of August 7, 1935, either to confiscate the real 
estate unlawfully held by respondent or to have it sold at 
public auction. 

From this order respondent took a second appeal to the 
Circuit Court of Appeals for the First Circuit. The 
Court of Appeals reversed the judgment of the Supreme 
Court of Puerto Rico on the ground that the order ap- 
pointing the receiver was “improvidently issued.” * 

On March 16, 1942, in an opinion by Mr. Justice 
Byrnes, the Supreme Court of the United States reversed 
the decision of the Circuit Court of Appeals and sustained 
in full the order of the Supreme Court of Puerto Rico.” 

Said the Court: 

As to the provision of the order consigning the whole of re- 
spondent’s properties to the receiver, it is enough to say that 
everyone concedes that the properties constitute a working unit 


in growing, cutting and grinding sugar. To separate the land 
from the machinery and other personalty pending the People’s 


35 Ibid. 
86118 F. (2d) 752 (C. C. A. Ist, 1941). 


37 Puerto Rico v. Rubert Hermanos, Inc., 315 U. S. 637, 62 Sup. Ct. 771, 86 
L. ed. 1081 (1942). 
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election between alternative procedures would have been inex- 
cusable economic waste. It was altogether proper for the Su- 
preme Court to recognize these realities and to permit the re- 
ceiver to preserve the enterprise as a going concern pending a 
final settlement. 


Land Policies in Other Countries 


The Puerto Rican policy of diffusion of land ownership 
has many counterparts in other countries. Indeed, the 
history of agrarian reforms is as old as civilization itself. 
Concentration of the best lands in the hands of a few has 
invariably led to movement toward an equitable redistri- 
bution.” The same tendency is exemplified in the history 
of the United States. In fact, it has been said that “the 
American Revolution may be interpreted as largely an 
agrarian movement.” * ‘This evolution of agrarian pol- 
icies is familiar and has been fully recounted by noted 
historians.“ 


A. THE PHILIPPINE FRIAR LANDS 


Especially pertinent to this discussion is the policy by 
which Congress has imposed limitations on the landhold- 
ings of corporations in the Philippine Islands. In that 
Commonwealth large estates—the so-called Friar Lands 
—were originally concentrated in the hands of religious 
corporations.“ ‘This gave rise to unrest and revolts which 
finally engaged the attention of the United States. In 
1902, the United States-Philippine Commission, headed 
by the then Governor William Howard Taft, was ap- 
pointed to negotiate the acquisition of the Friar Lands. 
To effectuate this policy, Congress enacted a statute au- 
thorizing the Philippine Legislature to exercise the power 
of eminent domain against associations, corporations, com- 


88 ry Tue Cotumspia Encyciopepia (1940) 26, 27. 
39 


40 [d.; Nevins & CoMMAGER, THE Pocket History oF THE UNITED STATES 
(1943) 110-115; Apams, THe Epic or AMERica (1931) 105, 195, 126, 150 and 
274; Hartow, THE GROWTH OF THE UNITED STATES (1932) 220-224, 572-577; 
Woopwarp, A New AmMEerIcAN History (1936) 546; CHARLES and Mary 
BearD, THE RISE OF AMERICAN CIVILIZATION (1927) 254-284. 

41 FERNANDEZ, A BrieF History OF THE PHILIPPINES (1932) 287, 288. 
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munities, religious orders or private individuals wherever 
they own land in such large tracts or parcels and in such 
manner as in the opinion of the Legislature injuriously af- 
fects the peace and welfare of the People of the Philip- 
pine Islands.** A bond issue was also authorized to pay 
for this land.* 

Under this statute 400,000 acres of land were purchased 
from the Friars and placed under the jurisdiction of a 
Bureau of Land created to fulfill the land policy of the 
government of the Philippines.“ The Bureau of Land 
was entrusted with the duty of breaking up the large 
estates and distributing them among small landholders. 
The Public Land Law regulated ‘in detail the whole plan.* 
The Bureau divided the land into small parcels and resold 
them to tenants, or kasamds in the Philippine vernacular, 
and other qualified persons. Even though it is recognized 
that the Bureau of Land has had beneficial influence on 
Philippine life,** it has nevertheless been charged that its 
policy has not been as successful as was contemplated, 
due in great part to the fact that the Government adhered 
to the traditional method of land operation through inde- 
pendent small farmers as contrasted with the proportional 
sharing device as hereinafter discussed.“ 


42 32 Stat. 706 § 64 (1902), as amended by 39 Stat. 548, 553, §§ 12, 22 (1916), 
48 U. S. C. § 1224 et seq. (1940). This amendment was inserted in the Public 
Land Law, Act No. 2874, Nov. 29, 1919, and in the Commonwealth Act No. 141, 
as amended by Act 456 of June 8, 1939, to amend and compile the laws relative 
to lands of the public domain. 2 MESSAGES OF THE PRESIDENT, Part II 
ee 1939) 965. See also Commonwealth Acts No. 20 (1936) and No. 32 

43 Td. 


44 Instructions of the Secretary of War, Mr. Root, to Governor Wm. H. Taft 
in the matter of the purchase of Friar Lands in the Philippines, May 9, 1902, 
Reports of the Sec’y of War, 1902-1905, p. 233; Report of the Philippine Com- 
mission, Part I (1903) 38; Part I (1904) 16, 17; Part I (1905) 65; Part I 
(1906) 58; Part III (1907) 251; Wm. H. Taft, Secretary of War, Special 
Report to the President on the Philippines, Jan. 23, 1908, pages 21, 59; J. M. 
Dickinson, Secretary of War, Special Report to the President on the Philippines, 
Nov. 23, 1910, pages 105, 106; I Forses, THE PHILipPine IsLANDs (1928) 141, 
269, 271; II Forses, ibid., 57-60; supra note 41. 

45 Supra note 42. 

46 MaLcoLM, THE PHILIPPINE COMMONWEALTH (1935). 

47 See TuGWELL, Investigations into Administrative Responsibilities Under 
the 500 Acre Limitation, op. cit. supra note 6, at 31, 32. 
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B. FORERUNNERS OF THE LAND AUTHORITY OF PUERTO RICO 


When Theodore Roosevelt, Jr. was appointed Governor 
of Puerto Rico in 1929 he expressed the view that land 
concentration in the hands of a few was one of the roots 
of the land problem.” He realized that large landholders 
were to a great extent absentee corporations and advocated 
the policy of dividing the land into small tracts to be 
worked by poor farmers and tenants. 

To carry out his program, Governor Roosevelt rein- 
forced the Puerto Rico Homestead Commission, which 
had been reorganized in 1928 and had as its main objects 
the supplying of houses for workers and the homesteading 
of small farmers on government property. But because 
he failed to break up the corporate monopolies little land 
was available to the government, thus rendering inopera- 
tive the homesteading policy.“ To remedy this situation 
the Governor proposed a plan for government purchase 
and redistribution of land.” In 1937 Governor Roosevelt 
admitted the failure of his land policy on the avowed 
ground that “the land obtainable was either too costly or 
too barren to be of much value.” ™ The real cause of the 
ineffectiveness of his rural rehabilitation program, how- 
ever, was his failure to enforce the 500 acre limitation 
law which provided the means of obtaining all the land 
needed to facilitate an agrarian reform program. It 
should be pointed out that his Attorney General, upon 
whose shoulders rested the responsibility of enforcing the 
land restriction, later became leading counsel for the 
sugar corporations. 

One positive result of Governor Roosevelt’s activity was 
that it helped to focus the attention of the United States 
Government upon the land problems of Puerto Rico. In 
1934 a Commission appointed by President F. D. Roose- 

48 Report of the Governor of Puerto Rico, 31st Annual Report of the Governor 
of ove. “* y Fiscal Year ending June 30, 1931, p. 4. 


50 Jd. 
51 ROOSEVELT, COLONIAL PoLICIES OF THE UNITED STATES (1937) 122, 
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velt made recommendations embodied in the “Chardon 
Plan” which resulted in the creation by Executive Order 
No. 7057 (May 28, 1935) of the Puerto Rico Reconstruc- 
tion Administration (PRRA). Funds were appropriated 
for the development of rural rehabilitation projects, in- 
cluding the acquisition and operation of agricultural 
properties and enterprises. 

In 1936 the PRRA bought Central Lafayette and its 
adjacent lands in the southeastern part of Puerto Rico. 
This Lafayette project was organized as a land coéper- 
ative scheme under which 5,000 acres were subdivided 
into twelve land coéperatives of about 450 acres each and 
devoted to sugar cane production. An additional 5,000 
acres of marginal lands were used for resettlement of agri- 
cultural laborers.” 

After a period of years the Lafayette land codperatives 
failed. The reasons for this failure are controversial ™ 
and it is beyond the purpose of this article either to ex- 
plore or to evaluate them. 


II. BAsic AGRICULTURAL POLICY UNDER THE 
LAND AUTHORITY 


On April 12, 1941, the Legislature of Puerto Rico 
passed Act No. 26 by virtue of which the Puerto Rico 
Land Authority, a government instrumentality endowed 
with all the usual corporate attributes,” was created “for 


52 See Puerto Rico: A GuIDE To THE ISLAND oF BorIQUEN. Prepared by 
PRRA in codperation with the Writer’s Program of the WPA (1940). Re- 
habilitation in Puerto Rico, Harold L. Ickes, Administrator, Miles H. Fairbanks, 
Ass’t Adm. (1939). 

53 Annual Report of the Secretary of the Interior for the year ending June 
30, 1941, Puerto Rico Reconstruction Administration, Miles H. Fairbanks, 
Acting Administrator, p. 482. It should be observed that the Lafayette Sugar 
Mill, a separately organized codperative, is still a going concern. 

54 For the opposing views, see memorandum of May 14, 1940 of Miles H. 
Fairbanks, Assistant Administrator of PRRA to Governor William D. Leahy, 
as Administrator, based on the conclusions of a Committee presided over by 
Dr. Francisco Lépez Dominguez, ex Commissioner of Agriculture and Com- 
merce, to investigate the Lafayette project. TUGWELL, Investigations into Ad- 
ministrative Responsibilities Under the 500 Acre Limitations, op. cit. supra note 
6, pp. 29, 30. See also Message of R. G. Tugwell, Governor of Puerto Rico, to 
the Fifteenth Legislature at the Second Regular Session, Feb. 10, 1942, p. 35. 

55 Land Law of Puerto Rico, supra note 1, Section 2. The Authority is 
established in the Department of Agriculture and Commerce, and is com- 
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the purpose of carrying out the agricultural policy of The 
People of Puerto Rico” and “to take the necessary action 
to put an end to the existing corporative latifundia in the 
Island, block its reappearance in the future, insure the in- 
dividuals the conservation of their land, assist in the crea- 
tion of new landowners, facilitate the utilization of land 
for the best public benefit under efficient and economic 
production plans; provide the means for agregados * and 
slum dwellers to acquire parcels of land in which to build 
their homes,” and “to take all action leading to the most 
scientific, economic and efficient enjoyment of land by the 
people of Puerto Rico.” ” 

The law was enacted under the leadership of the Popu- 
lar Democratic Party, a new political organization swept 
into power in the elections of 1940 by hopeful multitudes 
which rallied under the banner of “bread, land, and lib- 
erty.” * The struggle against absentee landowners and 
concentrated corporate ownership of land had been the 
moving force of the “Populares.” The enforcement of the 
500 acre limitation and the restitution of the lands to the 
people constituted one of the main issues of the political 
campaign. The elections were held about eight months 
after the affirmance by the Supreme Court of the United 
States of the decision of the Supreme Court of Puerto 


posed of the Commissioner of Agriculture and Commerce, as Chairman, the 
Commissioner of Labor, the Commissioner of the Interior, and four citizens 
who profess belief in the wisdom and urgency of the law. These last members 
are appointed by the Governor with the advice and consent of the Senate, for 
a term of four years. The Governor also appoints an Executive Director with 
the advice and consent of the Senate, who holds office for a term of four years. 
The Executive Director performs the functions of a general manager in a priv- 
ate corporation. Jbid., Sections 4, 5 and 6. See Section 8 as to the general 
powers of the Authority. The validity of the Law has been attacked in the 
a Court of Puerto Rico by a sugar corporation and the case is now 
pending. 

56 Land Law of Puerto Rico, supra note 1, Section 7. The agregado is defined 
in Section 78 as “any family head residing in the rural zone whose home is 
erected on lands belonging to another person or to a private or public entity, 
and whose only means of livelihood is his labor or wage.” 

57 Land Law of Puerto Rico, supra note 1, Section 7. 

58 FoRTUNE MAGAZINE, February, 1941, 91-100, 129-134. Principal actor in 
the unfolded drama was the Puerto Rican jibaro or peasant, who developed in 
their struggle as a pivotal element in Puerto Rico’s political life, and as a leading 
force in the shaping of policies of economic planning and of social organization 
and control. 
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Rico enforcing the prohibitory provision, and the elector- 
ate had an opportunity to discuss the future course with 
regard to the disposition of the excess land. In a great 
public rally before election day, the leaders of the Popular 
Democratic Party read to their followers the bill creating 
the Land Authority, and it was publicly acclaimed and 
approved in principle.” ‘Thus, this law had been sanc- 
tioned by the voters in what may be characterized as an 
unofficial referendum prior to its enactment. 


The Act contains a lengthy “Statement of Motives” 
which is a veritable Magna Charta for the agricultural 
population of Puerto Rico. It proclaims the fundamental 
principles that “the land in Puerto Rico is to be con- 
sidered as a source of life, dignity and economic freedom 
for the men and women who till it,” that “it is the policy 
of The People of Puerto Rico that finally each person 
who tills the land shall be the owner of that land which 
supports him.” ” 


In ringing words it states further: 


It is common knowledge that the greater part of the best till- 
able land of the Island is controlled by a few partnerships and 
corporations and by a scant number of natural persons. The 
lives of hundreds of thousands of human beings, in their social, 
moral and political phases, depend in a great measure on the 
entities who monopolize the land. The economic power of such 
entities threatens to dominate the political power of the people, 
thereby tending to transform into a plutocracy of a marked 
feudal character, what should be a pure democracy. The sugar 
latifundia has spread its tentacles, within the vast area of its 
dominions, to the operation of commercial and industrial estab- 
lishments, and of grocery and general stores; has limited the 
circulation of money, has caused the annihilation of communal 
life in many urban centers, and has made it impossible for thou- 
sands of human beings to be the owners of even the lot where 
their homes are situated, all to the consequent unbalancing of 
the economic structure of the Island and to the grave endanger- 
ing of the peace, the tranquility, the dignity, and the economic 
and social freedom of the people of Puerto Rico. 


59 Tbid. 
60 Land Law of Puerto Rico, Statement of Motives, supra note 1. 
61 Jd, 
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The Statement of Motives analyzes the conflict of social 
and economic forces behind the growth of corporate mo- 
nopolization of the land. It reviews the history of the 500 
acre limitation and the struggle which culminated in vic- 
tory for the proponents of vigorous enforcement of that 
statutory maximum. 

It asserts that “the great masses of farmers and laborers 
are experiencing a distressing situation, the former tend- 
ing to become simple peons, and the latter to become beg- 
gars, while thousands of families become agregados or, 
that is, serfs lacking all rights or control over the piece of 
land that encloses their home, while the product of the 
work of the vast majority of the proletariat is converted 
for the most part into absentee capital, instead of being 
converted into purchasing power for the people.” “This 
situation,” it continues, “affects the economic structure of 
the Island and brings about material abject poverty and 
moral degradation that the adoption of an agrarian policy 
that will result in a greater and more equitable distribu- 
tion of the natural wealth of the country and in a greater 
economic freedom and dignity for the inhabitants of the 
rural districts, has become imperative.” © 

As an integral part of the public policy of the Legisla- 
ture of Puerto Rico the Act declares the intention of fur- 
nishing the means whereby the agregados will disappear 
from Puerto Rico.” While the law declares in unmistak- 
able terms the aim of breaking up corporate monopoly of 
land, it nevertheless affirms that it will not hamper or in- 
terfere with the industrial activities of the corporations 
involved.“ 

Although the substantive and procedural provisions of 
the Act hereinafter discussed are adequate to achieve its 
declared purposes, there are apparent defects in drafts- 
manship. The Statement of Motives is unduly repeti- 


62 Td. 
63 Jd. 
64 Td. 
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tious. Certain provisions are lacking in orderly exposi- 
tion and are not arranged in proper sequence.” ‘This 
inartful drafting, however, does not prevent a clear under- 
standing of the Act as a whole. It is to be hoped that in 
any future recodification of the laws of Puerto Rico, the 
above defects in the Act in form and expression will be 
corrected. 


The Redistribution of the Land 


The Land Authority of Puerto Rico is entrusted with 
the responsibility of recovering from the corporations the 
excess land held in violation of law for the purpose of 
establishing farms and of developing a program to resettle 
agregados. 

To recover the land held by the corporations, the Au- 
thority has three means. First, it is authorized to exercise 
the power of eminent domain against the entities which 
violate the agrarian policies of the Legislature of Puerto 
Rico.” Second, the Authority can recover the excess land 


65 The writer has examined both the Spanish and the English versions of the 
Land Law, with the amendments up to 1943, published by the Land Authority, 
Bureau of Printing and Supplies (1943) San Juan, Puerto Rico. He has also 
examined the original Law and all the amendments. The Spanish version of 
the Law, as passed in 1941, reads smoothly but it seems that additions have been 
made without later indicating them in the revision of the original text. In the 
copies published by the Authority, it appears, among other things, that in Section 
35, in referring to the general funds the Law says that they consist “(1) of the 
$2,000,000 assigned by Section 34... .” When one turns to Section 34 there 
is no such appropriation mentioned, but instead the figure $1,900,000 is given. 
What happened was that originally Section 34 assigned $2,000,000 and subse- 
quently it was reduced. According to the said Section 34, it seems that the 
general funds consist of two appropriations, one of the $1,900,000 referred to 
plus another of $1,500,000. Yet in Section 76 still another appropriation of 
$1,900,000 is made for the agregados program in such terms that it appears 
to be a repetition of the appropriation in Section 34, whereas it is in fact an 
additional amount. Section 11 is intended to empower the Authority to exercise 
the right of eminent domain to carry through the agregados program, yet refer- 
ence to that appears for the first time in Section 76. Sections 11, lla and 14 
and the chapter on proceedings could be materially improved. For the im- 
portance of having clear and specific laws, see Buscaglia v. Bowie, 139 F. (2d) 
294 (C. C. A. Ist, 1943). In that case the sole question was one of interpreta- 
tion of a section of Acts Nos. 254 and 267 of the Legislature of Puerto Rico. 
The court struggled with a comma before arriving at a conclusion and then 
said, p. 296: “Standing alone, we might say that such was a conceivable con- 
struction of the Act, although inartificially drafted to say the least.” 

66 Land Law of Puerto Rico, supra note 1, Section 14. See also Section 11, 
lla, 58, 74. It should be noted that the law has the peculiarity of expressly 
subjecting to condemnation “title to any real property or estate thereon which 
might be necessary or advisable for the purposes of the Authority.” By thus 
eliminating the necessity of establishing public purpose with respect to each tak- 
ing the only remaining step is the determination of just compensaton, 
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by purchase from receivers appointed by the Supreme 
Court of Puerto Rico.” Third, if the Authority and the 
receivers cannot come to an agreement, the land may be 
purchased at public auctions held in accordance with 
law.* 

The Authority has the preferential right to purchase 
excess land within a period of five years during which no 
sale can be made to a private party.” This period may be 
extended for another year by the court at the request of 
the agency. If this right is not exercised within the time 
limit and a public sale of land thereafter occurs, the Au- 
thority can purchase the property at a price equivalent 
to the highest bid.” 

To effectuate the land policies of the people of Puerto 
Rico the law provides for the division of the estates in 
accordance with the nature of the land, local conditions 
and any other factors which the Authority may consider 
pertinent.” To achieve the objects of breaking up ex- 
cessive landholdings, of distributing the profits of the 
land among the largest possible number and of resettling 
on the land those who work it, three methods are author- 
ized by the statute: (A) creation of proportional-profit 
farms; (B) resettlement of agregados; and (C) es- 
tablishment of individual or family-unit farms. 


A. THE PROPORTIONAL-PROFIT FARMS 


The proportional-profit farms are regulated by Title 
IV of the Land Law. Under this Title, it is not the land 
which is to be divided but the profits earned by the opera- 
tion of the land. 

This scheme of land utilization is the matrix of the 
operative machinery of the land program. According to 


67 Ibid. Compare Sections 57 to 63 with Act 47 of Aug. 7, 1935 and Act No. 
48 of Aug. 7, 1935 (Puerto Rico Laws, 1935). 

68 Land Law of Puerto Rico, supra note 1, Section 58. 

69 [bid. There is a discrepancy between Sections 58 and 23 of the Act. Under 
Section 23 the Authority has five years within which to buy the land from the 
ey Under Section 58 the Authority must purchase land within one year. 


71 Land Law of Puerto Rico, supra note 1, Sections 25-28 and 32. 
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the terms of the statute, the Authority may lease farms of 
a size varying from 100 to 500 acres to bona fide farmers, 
agronomists, or experienced land managers to operate the 
land under a proportional-profit plan.” It can provide 
for farms in excess of 500 acres when the productive effi- 
ciency of the farm requires large-scale operations.” ‘The 
idea is to have each farm be a unit of production similar 
to the colontas of the centrals or sugar mills. 

Proportional-profit farms are to be leased to persons 
selected strictly on the basis of merit. They must evidence 
administrative ability and experience and must abide by 
the labor and agrarian policies established by the Act and 
by other social legislation of Puerto Rico.” The lease 
may be terminated at will as provided by the terms of the 
contract.” 

Lessees are entitled to from one per cent to fifteen per 
cent of the net profits, to be determined with due con- 
sideration of the size and conditions of the farms and the 
quality of the management by the lessee. Up to one per 
cent is assigned as a contribution toward codperative edu- 
cation to be undertaken by the Authority under the super- 
vision of the Commissioner of Education. The remainder, 
after all the other allocations and expenses allowed by law 
are made, is to be distributed among the laborers who 
work the land.” Out of the net profits the Authority is to 
create, at its discretion, a reserve fund.” In addition, the 
Act creates a special revolving fund.” 

Net profits are distributed among the workers in pro- 
portion to the wages or salaries received, the latter being 
considered as an advancement to workers laboring on the 
farm. Laborers are to be paid the regular wages com- 


12 Ibid., Section 64. 

78 [bid., Section 68. 

74 Gandara, supra note 22, at 8. 

75 Land Law of Puerto Rico, supra note 1, Sections 66 and 65(b). 
78 Ibid., Section 69. 

77 Ibid., Section 65(f) and (g) and Section 70. 

78 [bid., Section 70. 

79 Ibid., Section 65 (zg). 
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monly paid in that particular zone or as stipulated by 
law.” In prescribing regulations for the proportional- 
profit farms the Authority is instructed to apply the princ- 
iple that management, except as to the distribution of 
profits, should as far as possible be comparable to that of 
privately managed farms.” 

Before starting actual operation of the farm the lessee 
must make available in usufruct, under such rules as the 
Authority may deem proper, from one to three acres of 
land to each one of the families of laborers living on the 
farm at the time of the purchase or to those laborers regu- 
larly employed on the farm in a proportion of not less than 
one family to every twenty acres.” ‘The Authority, how- 
ever, can waive this requisite when the efficiency of utili- 
zation of the land may so require.” 

Proportional-profit farms are already being operated 
by the Land Authority. So far, the Authority has agreed 
with two of the most important sugar companies of Puerto 
Rico, the Central Cambalache and the South Porto Rico 
Sugar Company, for the purchase of their lands.“ The 
Cambalache lands cover an area of 9,519 acres and the 
Executive Director estimated that nearly 4,000 acres 
would be worked as proportional-profit farms. The 
lands owned by the South Porto Rico Sugar Company 
cover 20,000 acres. A substantial amount of these lands 
is also being devoted to the establishment of proportional- 
profit farms.” 

It is no overstatement to say that the key to the land 
policies of the Legislature of Puerto Rico is the propor- 


80 Tbid., Section 65(b). 

81 [bid., Section 73. 

82 Ibid., Section 65(a). 

83 Jd, 

84 José Acosta-Velarde, Statement of the Land Problem of Puerto Rico, 497, 
498, printed in record of hearings before a subcommittee of the Senate Com- 
mittee on Territories and Insular Affairs (The Chavez Investigating Com- 
mittee), 78th Cong., Ist Sess. (1943), pursuant to S. Res. 20, authorizing an 
Investigation of Economic and Social Conditions in Puerto Rico, Part I. 

85 Jd, 
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tional-profit farms. Upon the success or failure of these 
units the whole land program pivots.” 


B. RESETTLEMENT OF AGREGADOS 


The Authority may acquire land to resettle the agre- 
gados by any of the methods provided by the Land Law, 
and especially through the exercise of the power of emi- 
nent domain.” At present the agregados live on land be- 
longing to the centrals or to individual landowners.” 

The resettlement of agregados is regulated by Title V 
of the law. Just as the proportional-profit plan stresses 
the technique of agrarian reform for the mass of Puerto 
Ricans, so the agregados plan stresses policies of social 
organization affecting a substantial number of underpriv- 
ileged farmers. For years the agregados have been dis- 
persed over Puerto Rico in remote places isolated from 
conventional social contacts. The resettlement plan of 
the Act is designed to gather the agregados in villages 
which can then function as social units from which the 
agregados can go to earn their living as laborers on near- 
by farms.” 

Under Title V “every agregado shall at least be entitled 
to hold the fourth of a cuerda [an acre] of land on which 
he may permanently erect his home” but he is entitled to 
buy up to one acre” of extra land for which he can pay at 
a rate which shall not exceed $3.00 per year. 


86 Hearings before the Chavez Investigating Committee, supra note 84, testi- 
mony of José Acosta-Velarde, Executive Director of the Land Authority, pp. 
254, 256 and 257 

87 Land Law of Puerto Rico, supra note 1, supra note 66. For similar pro- 
visage poe Act No. 44, August, 1935; compare with Section 74, Act of March 

88 The census of Puerto Rico shows a total of 48,594 families of agregados 
living on farms, which at the rate of 5 persons per family would make a 
total of 242,970 persons who either are agregados or are dependent on them. 
Sixteenth Census, op. cit. supra note 2, Agriculture, Farms, Property, Livestock 
and Crops, p. 46. 

89 Hearings before the Subcommittee of the House Committee on Insular 
Affairs (Bell Investigating Committee), 78th Cong., Ist Sess., pursuant to H. 
Res. No. 159, part 8, San Juan, P. R., June 11, 1943. Testimony of José 
Acosta-Velarde, Executive Director of the Land Authority, pp. 691, 694. See 
TUGWELL, MESSAGE, supra note 54. 

90 Land Law of Puerto Rico, supra note 1, Section 74. There is a discrepancy 
between Sections 74 and 76 as to how much extra land an agregado can buy. 
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To assist the agregados in building homes on their land 
the Authority can suppy them building materials up to 
$150.00 plus transportation expenses payable on easy 
terms of not more than $3.00 per annum.” Amortiza- 
tion payments for these loans are allocated to a special 
fund to be used in the construction of additional houses 
for agregados. Wartime scarcity of building materials 
has delayed the operation of this part of the plan.” 

The Authority is required to build communities of a 
size not less than 25 parcels and not more than 500 par- 
cels, at a distance from each other of not more than $ kilo- 
meters. The agency is to create a special fund with the 
money paid by the agregados for extra land. All mem- 
bers of the community may contribute to this fund, which 
is to be further augmented by contributions from the Au- 
thority itself. This fund is to be used for the develop- 
ment of codperative, recreational, or productive activities 
which, in the judgment of the Authority, may be benefi- 
cial to the community. 

Provisions are made for the establishment of medical 
dispensaries, police stations, schools, playgrounds, or for 
any other purposes that the Authority may deem conven- 
ient or of social benefit to the members of the village.” 

Up to February 3, 1943, the Land Authority had bought 
and distributed 2,056 acres of land to 1,936 agregados.”* 
About 1,000 acres of the land bought from Cambalache 
are being divided among agregados under the provisions 
of the law. Portions of the estates acquired from the 
South Porto Rico Sugar Company are similarly being 
used.” In addition, 4,926 acres have also been surveyed 
for distribution.” 


Section 74 implies that he can buy up to three acres while under Section 76, he is 
allowed to buy only up to one acre. Apparently what happened was that 
Section 74 was amended and the corresponding change was not made in Sec- 
tion 76, but this is not clear. 

%1: Land Law of Puerto Rico, supra note 1, Section 76. 

92 Supra note 89. 

98 Tbid., Section 75. 

94 Supra note 84. 

95 Id 


96 Jd. A dill now pending in the Legislature of Puerto Rico presented by the 





LAND AUTHORITY OF PUERTO RICO 


C. THE INDIVIDUAL OR FAMILY-SIZE FARM 


Under the terms of Article 25 of the Act the Authority 
may sell or lease land for individual or family-farms of a 
size varying from 5 to 25 acres.” The division of this 
land is made upon consideration of the same factors as 
are taken into account on the division of proportional- 
profit farms.” At the present time this phase of the land 
program is not being stressed. 

The Authority fixes the terms and conditions of pay- 
ments of the installments, rentals or any other payments to 
be made for the land it sells or leases. Such land may be 
sold on credit payable in 40 years or leased at a yearly rent 
equal to %oth of the amount paid by the Authority for the 
land plus 5 per cent interest. This interest may be re- 
duced, but it must be at least 4 of 1 per cent higher than 
interest on the bonds issued by the Authority. 

No person owning any land is eligible to acquire an 
individual farm. This is not applicable to the managers 
of the proportional-profit farms nor to any person own- 
ing a lot of less than one acre whereon his homestead is 
located. Other exceptions can be made by a two-thirds 
vote of the Authority, as, for example, when the land that 
a person owns does not yield enough for the support of 
himself and his family. Inno event may the total amount 
of land owned by any person exceed 25 acres.” 


Financial Arrangements and Control 


Funds for the Authority are created by direct appro- 
priation for the purchase of excess land and for the agre- 
gados program. In addition the law authorizes the issu- 
ance of bonds by the Government of Puerto Rico and by 
the Authority itself. To defray the payment of the gov- 


floor leader of the Popular Party in the Senate, Mr. Vicente Géigel-Polanco, 
provides for an appropriation of an additional sum of $20,000,000 to further an 
expansion of the resettlement plan. The bill was passed at its first reading in 


= ne on February 14, 1944. See Ex, Munpo, San Juan, P. R., Feb. 15, 
1 


or Land Law of Puerto Rico, supra note 1, Section 25. 
98 


99 Ibid., Section 32. 
6 





324 THE GEORGE WASHINGTON LAW REVIEW 


ernment bonds a special tax of ten one-hundredths (*%o0) 
of one per cent per annum will be levied on the assessed 
valuation of all real property not exempt from taxation. 
The Authority, on its part, is empowered to issue bonds 
up to seventy-five (75) per cent of the purchase price of 
the lands it may acquire. These bonds will not constitute 
an indebtedness of the Government of Puerto Rico.*” 


III. GENERAL OBSERVATIONS 


The Legislature of Puerto Rico is empowered to en- 
force the 500 acre restriction within the Authority set by 
the Congress of the United States." It can establish its 
own land policy and fix its own legal maximum for land 
tenure as the Congress has endowed it with powers equiva- 
lent to those of a State legislature.” It can, in the opin- 
ion of the writer, extend the restriction to natural per- 
sons.*** 

The Legislature can also establish a government corpo- 
ration to put into effect the land policy of Puerto Rico. 


100 [bid., Sections 34-56. The law appropriated $3,400,000 for the general 
fund of the Authority and $1,900,000 for the rehabilitation of agregados. The 
Government can issue bonds in the amount of $5,000,000 of which $500,000 are 
retained by the Treasurer of Puerto Rico as a guarantee of the bonds of the 
Land Authority. ‘ 

101 Puerto Rico v. Rubert Hermanos, Inc., supra note 

102 Puerto Rico v. Shell Co. of Puerto Rico, 302 U. ¢ 253, 261, 58 Sup. Ct. 
167, 82 L. ed. 235 (1937). This is the leading case as to the scope of authority 
of the Legislature of Puerto Rico. It was cited with approval in the Rubert 
Hermanos case. The Court said: “The grant of legislative power in respect 
of local matters, contained in Sec. 32 of the Foraker Act and continued in 
force by Sec. 37 of the Organic Act of 1917, is as broad and comprehensive as 
language could make it . . . legislative powers were conferred nearly, if not 
quite, as extensive as those exercised by the state legislatures.” See also 
Martinez v. Sefioras del Santo Asilo de Ponce, 213 U. S. 20, 29 Sup. Ct. 327. 
53 L. ed. 679 (1909); Ponce v. Roman Catholic Church, 210 U. S. 296, 28 
Sup. Ct. 737, 52 L. ed. 1068 (1908). The Legislature of Puerto Rico has already 
adpoted its own legal maximum under the Land Authority. See Land Law of 
Puerto Rico, supra note 1, Sections 14 and 58. Natural persons are expressly 
excluded from the operation of the restrictions. 

103 Jd. It can do so inthe interest of the peace and welfare of the people 
of Puerto Rico. The Philippines’ acquisition of the Friar Lands is a precedent, 
as previously discussed in the text. Note that in the recommendations of 
President Taft, former Chief Justice of the Supreme Court of the United 
States, the extension of the 500 acre restriction to individuals was recommended. 
See supra note 10, 

104 See Opinion of the Acting Solicitor of the Department of the Interior, 
Aug. 10, 1942, in Hearings of the Bell Investigating Committee, supra note 89, 
at 102-107. Cf. opinion of George A. Malcolm, Attorney General of Puerto 
Rico, supra note 89, at 72-83. 
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The use of the corporate device for the exercise of gov- 
ernmental functions, although a novel legal instrument in 
Puerto Rico, has been used and considered constitutional 
in the United States since the early days of the Republic 
and is not open to question.*** Government corporations 
have been used in the past to perform functions similar 
to those of the Land Authority. This is especially true in 
the case of the Panama Canal Zone *” and of the Philip- 
pine Islands.*” 

The acquisition of the Friar Lands in the Philippines 
as previously discussed furnishes a striking parallel. The 
provision of the Organic Act of 1902 of the Philippines 
under which the Friar lands were taken and divided look 
like a composite of Sections 11, lla, 14, 37 and 39 of the 
Land Law of Puerto Rico. The only important differ- 
ences lie in the method of disposal of excess land holdings 
and in the fact that the Philippine law applied to natural 
persons as well as to corporations and other legal entities. 

Notwithstanding the above precedents, the Land Au- 
thority has been denounced both as a “communistic” and 
as a “‘fascistic” device by its detractors. Yet there is noth- 
ing in the Act, examined in historical perspective, to war- 
rant such charges.*** In fact, in some respects, the Au- 
thority is tied by strings which withhold from it complete 
autonomy. The provision which makes appointments 
and promotions subject to the Civil Service Law is an ex- 


105 See Keifer & Keifer v. Reconstruction Finance Corporation, 306 U. S. 
381, 389, 59 Sup. Ct. 516, 83 L. ed. 784 (1939), for a review of this evolution. 

106 Drmock, GOVERNMENT OPERATED ENTERPRISES IN THE PANAMA CANAL 
ZonE (Univ. of Chic. Press, 1934) 94 et seq. 

107 For the history of government owned enterprises in the Philippines up to 
1928, see record and briefs in Springer v. Philippine Islands, 277 U. S. 189, 
48 Sup. Ct. 480, 75 L. ed. 845 (1938). In later years they gained new impetus, 
extended their field of action and worked with added efficiency. 

108 The history of the United States reveals attempts to work land co- 
Operatively in time of emergency, in some cases on a proportional-share basis. 
See WILLIAMSON, Harotp F. (ed.), GRowTH OF AMERICAN Economy (1944) 
29-33, 100-101, 370-377. The history of the homestead movement in the United 
States shows the same tendency toward equitable distribution of the land and 
cooperative work. For a discussion of agricultural problems in the United 
States which afford interesting comparisons with Puerto Rican problems see 
Agricultural Readjustment in the South: Cotton and Tobacco (1934) 1 Law 
& Contemp. Pros. 257-397; Farm Tenancy (1937) 4 Ibid. 423-572. 
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ample.” The Treasurer maintains very close control 
over the functions of the Authority and there is constant 
supervision on the part of the Auditor.“° However, 
there is sufficient scope for its flexible management and 
operation. 

In the opinion of the writer the policies embodied in 
the Land Law are the result of intelligent planning under 
the force of impelling conditions. Changes can be made 
as new problems arise or as flaws in the general structure 
of the statute are found. 

Some constructive criticisms of the Act have been of- 
fered’ and in fact, since its enactment in 1941 to the pres- 
ent, several important amendments to the law have been 
made. The Act itself is a compromise between different 
schools of thought as to the most effective utilization of 
the excess land to be taken from the corporations.“* One 
group favored the subdivision of the excess into family- 
unit farms. Another favored the distribution of the ex- 


cess to the large scale colonos or farmers. Still another 
group took the position that the excess acreage of the eco- 
nomic units developed by the sugar corporations should 
be kept intact but brought under government manage- 
ment. This third group would also apply the 500 acre 
limitation to natural persons as well as to legal entities. 
It holds that the application of its principles would result 


109 Land Law of Puerto Rico, supra note 1, Section 8(p). Drmock, op. cit. 
supra note 106. 

110 Land Law of Puerto Rico, supra note 1, Sections 5, 10, 29, 35 and 64(j). 
Cf. United States ex rel. Skinner & Eddy Corp. v. McCarl, 275 U. S. 1, 48 Sup. 
Ct. 12, 72 L. ed. 131 (1927), where the Court states, page 7: “Indeed, an im- 
portant if not the chief reason for employing these incorporated agencies was 
to employ commercial methods and to conduct their operations with a freedom 
supposed to be inconsistent with accountability to the Treasury under its estab- 
lished procedure of audit and control over the financial transactions of the 
United States.” See also Stokes, GOVERNMENT CORPORATIONS AND FEDERAL 
Funps (1938) 222. 

111 Transcript, supra note 9, Testimony of Dr. F. A. Lépez-Dominguez, 102, 
103. He says that no provisions are made for possible losses. 

112 For an excellent discussion of the several schools of thought see Governor 
Tugwell’s Re rt, supra note 6, pp. 25-35, 43-50. See also Testimony of Mr. 
Luis Mufioz-Marin, President of the Popular Democratic Party and of the 
Puerto Rican Senate, Transcript, supra note 9. The Report recommended a five 
point program which is all substantially in process of accomplishment, Report, 
supra note 1, page 60. 
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in the preservation of efficiency and would foster a wider 
distribution of the benefits among all parties concerned, 
thus raising the standard of living of the workers and at 
the same time assuring a constant flow of sugar cane to 
the centrals. 

The law, as it stands today, reflects part of each of the 
foregoing views and, therefore, must be regarded as a 
compromise. Its administration, however, is constantly 
moving toward the viewpoint of the third group. The 
law has reduced the size of the individual or family-unit 
farm. It has expanded the scope of the proportional- 
profit farms and has eliminated the possibility of sale of 
the land to their managers. The law has also extended 
the corporate prohibition to all kinds of legal entities, in- 
cluding all agricultural coéperatives, except the propor- 
tional-profit farms contemplated by the Act. 

Under the present arrangements, the writer believes 
that the Authority has sufficient freedom and elasticity of 
action to plan ahead. The scope of operation is suffi- 
ciently large and the attitude of the Governor and a ma- 
jority of the Legislature seems to be very codéperative and 
well disposed toward changes in the law as conditions 
warrant. 

The Legislature of Puerto Rico continues to give care- 
ful thought to the whole problem of land tenure. It is 
using the two devices commonly employed by govern- 
ments to control economic life, namely, regulation and the 
corporate instrumentality.“* To complement the Land 
Law an Act declaring the sugar mills public utilities was 
passed in 1942.* In this way a constant flow of cane is 


118 Mann, The Government Corporation as a Tool of Foreign Policy (1943) 
3 Pus. Ap. Rev. 194: “In capitalistic countries government control of economic 
life is mainly exercised in two ways: by regulation and by operating govern- 
ment corporations. Although often the public is less aware of the activities 
of a government corporation, the significance of this device should not be 
underrated. Occasionally, it is more effective than regulation. To a certain 
extent, the two methods are interchangeable. In small countries they have been 
applied alternatively or cumulatively to the same fields.” 

114 Act No. 221 of May 12, 1942, called “Act Regulating the Sugar Industry 
of Puerto Rico.” The legality of this law was sustained by the Supreme Court 
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guaranteed to the sugar factories, and at the same time a 
just price for their cane is guaranteed to the farmers. 

_ It cannot be denied that gaps exist between the land law 
in the books and the land law in action. Many difficul- 
ties still confront the Authority. It finds a peculiar econ- 
omy conditioned by the system developed over a period of 
forty years by absentee operation of landholdings. Oppo- 
sition of the sugar corporations remains unmitigated. The 
proportional-profit farm plan is also faced with the oppo- 
sition of persons who are unreceptive to any scheme of 
co6perative or collective utilization of land and cling to 
the family-unit pattern of land tenure. The agregados 
program is meeting the resistance of the individual large 
landowners. 

The Authority also lacks sufficient funds to purchase 
all the excess land the present value of which is estimated 
at $80,000,000.** Political considerations which generate 
time-wasting investigations by unfriendly legislators and 
litigation incident to the acquisition of land also deflect 
the energies of the Authority from constructive channels. 
Lack of experience inherent in the early stages of a new 
project and in the novelty of its technique is to be ex- 
pected. The need for building up a sympathetic public 
understanding of the reality that material results in such 
a vast enterprise as the land program cannot be achieved 
overnight are additional factors faced by the Authority. 

Without minimizing the foregoing difficulties, the 
writer believes that viewed in its entirety the Land Au- 
thority represents a hopeful step forward toward the ulti- 
mate goal of an equitable redistribution of the land among 
the people of Puerto Rico. 


of Puerto Rico. The case was appealed and is pending in the Circuit Court of 
Appeals for the First Circuit. 
115 Hearings, supra note 84, at 251. 
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EDITORIAL NOTES 


PowERS AND POLICIES OF THE ALIEN PROPERTY CUSTODIAN 
RELATING TO PATENTS 


The Alien Property Custodian, having seized over 50,000 patents 
and patent applications formerly owned by aliens of enemy and 
enemy-occupied countries, is the largest holder of patents in the world 
today. This seizure was made possible by a series of enactments 
which originated with the Trading with the enemy Act of 1917.' This 
Act was amended from time to time to meet the problems arising out 
of the last war. The custodianship problems of this war were met 
by Title III of the First War Powers Act on December 18, 1941, 
which amended Section 5(b) of the Act of 1917. This War Powers 
Act gave the President broadened powers with regard to enemy prop- 
erty, particularly with regard to the power to seize legal title to or 
vest legal interests or property owned by any foreign country or na- 
tional, which property “shall be held, used, administered, liquidated, 
sold, or otherwise dealt with in the interest of and for the benefit of 
the United States... .”? 

The Office of the Alien Property Custodian (hereinafter designated 
as APC) was set up by the President by Executive Order 9095 ® of 
March 11, 1942, as a branch of the Office for Emergency Manage- 
ment of the Executive Office of the President. Shortly after, the 
power to deal with certain types of property including patents, copy- 
rights and trademarks was redefined and clarified by the President 
by Executive Order 9193 * of July 6, 1942. This order provides in 
part: 

The Alien Property Custodian is authorized and empowered 
to take such action as he deems necessary in the national inter- 
est, including, but not limited to, the power to direct, manage, 
supervise, control or vest, with respect to: . . . any patent, pat- 
ent application, design patent, design patent application, copy- 
right, copyright application, trademark or trademark application 
or right related thereto in which any foreign country or national 
thereof has any interest and any property of any nature what- 
soever (including, without limitation, royalties and license fees) 
payable or held with respect thereto, and any interest of any 


nature whatsoever held therein by any foreign country or na- 
tional ® thereof; .. . 


140 Stat. 411, 415 (1917), 50 U. S. C. App. §5 (1940). 

255 Stat. 838 (1941), 50 U. S. C. App. Supp. II, § 601 et seg. (1942). 

87 Fep. Rec. 1971 (1942). 

47 Fep. Rec. 5205 (1942). : 

5“. | . the term ‘national’ shall have the meaning prescribed in section 5 of 
Executive Order No. 8389, as amended, provided, however, that persons not 
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A comparison of the great breadth of these powers with the 
powers existing during the early part of the last war shows a 
striking difference in policy from the original Trading with the 
enemy Act. A full understanding of the present powers requires 


a review of the steps and experiences by which the present policy 
has developed. 


The Alien Property Custodian in World War I 


In the original Trading with the enemy Act the intent was 
merely the sequestration of property to prevent its use by the 
enemy.® As with other property the title to the patents did not 
vest—they were merely held in trust. In order to receive a license 
under a sequestered patent a person or corporation desiring to use 
the invention was required to make application to the President 
and to pay royalties into a trust fund held by the Treasury De- 
partment. Provision was made for final adjustment and settle- 
ment of the royalty payments in an equity suit to be brought by 
the owner in a federal court within one year after the termination 
of the war.’ The court was given the power to terminate the 
license at the time of suit unless the licensee had made a capital 
investment based on possession of the license.* It is interesting to 


note that the enemy owner of the patient was actually allowed to 


within designated enemy countries (even though they may be within enemy- 
occupied countries or areas) shall not be deemed to be nationals of a designated 
enemy country unless the Alien Property Custodian determines : (i) that such 
person is controlled by or acting for or on behalf of (including cloaks for) a 
designated enemy country or a person within such country; or (ii) that such 
person is a citizen or subject of a designated enemy country and within an 
enemy-occupied country or area; or (ili) that the national interest of the 
United States requires that such person be treated as a national of a designated 
enemy country . . .” Ex. O. 9193, ibid. The term “national” is defined in Ex. 
O. 8389 referred to as follows: 


“(i) Any person who has been domiciled in, ora subject, citizen or 
resident of a foreign country at any time on or since the effective date of 
this Order, 

(ii) Any partnership, association, corporation or other organization, or- 
ganized under the laws of, or which on or since the effective date of this 
Order had or has had its principal place of business in such foreign country, 
or which on or since such effective date was or has been controlled by, or 
a substantial part of the stock, shares, bonds, debentures, notes, drafts or 
other securities or obligations of which, was or has been owned or con- 
trolled by, directly or indirectly, such foreign country and/or one or more 
nationals thereof as herein defined, 

(iii) Any person to the extent that such person is, or has been, since 
such effective date, acting or purporting to act directly or indirectly for the 
benefit or on behalf of any national or such foreign country, and 

(iv) Any other person who there is reasonable cause to believe is a 
‘national’ as herein defined.” Section 5, Ex. O. 8389, April 10, 1940, 5 
Fen. Rec. 1400 (1940). 

6 Kahn v. Garvan, 263 Fed. 909, 916 (S. D. N. Y. 1920). 
7 Supra note 1, at 422. 
8 Ibid. 
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institute and prosecute suits against those not acquiring a license 
“in the same manner and to the extent that he would be entitled 
if the United States were not at war.”® The intent of the Act 
was to interfere as little as possible with relations existing before 
the war in order to enable the return to the pre-war status with 
as little disruption as possible. 

Shortly after the enactment of Section 10 of this Act the Presi- 
dent conferred his powers by Executive Order upon the Federal 
Trade Commission.*® Applications for licenses were henceforth 
made to the Commission. In most cases the licenses were non- 
exclusive but in all cases a royalty was charged subject to revision 
after the war. 

Because of the impetus of the war upon business conditions, 
much of the property including patents seized by the Custodian 
produced an appreciable income, accumulated and kept in trust 
for the enemy alien owners. That a German alien should profit 
as a result of the war for which his country was generally con- 
sidered to be responsible seemed unjust. As a result Congress by 
amendment on March 28, 1918, widened the power of the Cus- 
todian to sell enemy property by eliminating the requirement that 
the purpose of sale must be to prevent waste.’ Sale to American 
citizens and American-owned corporations only was authorized, 
however.’ Since there was some doubt as to whether intangible 
property was included, patents and other intangibles were specifi- 
cally included by an amendment to Section 7 of the Trading with 
the enemy Act on November 4, 1918..* This resulted in the im- 
mediate seizure of legal title in over 12,000 patents and enabled 
the effective sale of alien-owned corporations whose main assets 
consisted of patents. That there is little doubt that such seizure 
was constitutional will be discussed later. The Acts of March 28 
and November 4, 1918, marked a change in the attitude toward 
the alien patent owner which has reached its culmination in the 
present-day policies of the Custodian. 

9 Ibid. 

10 Ex, O. 2729-A, poreasest XVII, of Oct. 12, 1917. 

11 40 Stat. 459, 460 (1918). 

12. | . any property sold under this Act, except when sold to the United 
States, shall be sold only to American citizens, at public sale . . . unless the 
President stating the reasons therefor, . . . shall otherwise determine. . . . 
Tbid., at 460. Purchase by an American for resale to or for benefit of a non- 
citizen was made a criminal offense, punishable by a fine of $10,000, imprison- 
ment for as long as 10 years, or both. Jbid., at 460. It was held, however, 
that where sale of the assets of a corporation had been made to an alien, who 
in turn had sold the property to an American citizen, the sale was not void but 
only voidable. ee Bosch at Corp. v. Robert Bosch Magneto Co., 


127 Misc. 119, 215 N. Y. Supp. 387 (1926). 
18 40 Stat. 1020 (1918), 50 U. S. C. App. §7 (1940). 
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A great number of the patents thus seized were sold to a unique 
organization known as the Chemical Foundation, Incorporated.** 
The Chemical Foundation was a Delaware corporation organized 
for the sole purpose of taking title to patents, copyrights and 
trademarks in order to license them to American manufacturers. 
Although it has been attacked as a fraud on the Government,”® 
the Foundation was organized with the intention that the seized 
patents might be exploited on behalf of the young American chem- 
ical industry, especially in the field of dies, drugs and metallurgy. 
Patents were sold to the Foundation by the Custodian. The Foun- 
dation then issued licenses pursuant to its charter which were non- 
exclusive and non-transferable. The licenses did, however, require 
payment of royalties, which is not true of the present day licenses 
under the APC. The Foundation licenses ran for the life of the 
patent or until terminated by the Foundation. A study of the 
Foundation yields an interesting comparison of the method of using 
seized patents employed in the last war and that used today. 

Thus the situation at the time the war was officially declared at an 
end was that some formerly alien-owned patents had been sold out- 
right to private interests including the Foundation, some were li- 
censed by the Custodian for a royalty, some were still unlicensed and 
unsold. In each case the former alien owner had lost both his 
property right in the patent and his right to royalties paid in during 
the early months of the war before seizure had taken place.** 

Later legislation, namely the Winslow Act of 1923,17 restored the 
patents to the former alien owners, but only where the patent had 


14The stockholders of this corporation were members of the chemical in- 
dustry and the president, Frances Garvan, left his position as Alien Property 
Custodian to become head of the Foundation. Altogether 4767 chemical patents 
at a total cost of $271,850 were sold to the Foundation. See United States 
v. Chemical Foundation, Inc., 272 U. S. 1, 47 Sup. Ct. 1, 71 L. ed. 131 (1926). 


15 This sale was consummated by members of the Foundation and the Cus- 
todian acting in a dual capacity on behalf of both parties to the sale and there 
was no competitive bidding. Nevertheless, this sale was held to be effective in 
an attack by the government in which the government alleged that the transfer 
was made with a fraudulent intent to form a monopoly. Great weight was 
given to Ex. O. 3016 of Feb. 26, 1919, and Ex. O. 3227 of Feb. 13, 1920, in 
which the President confirmed and ratified the sale. United States v. Chemical 
Foundation, Inc., supra, note 14. 


16 Farbewerke v. ey Foundation, Inc., 39 F. (2d) 366 (C. C. A. 3rd, 
1930), aff'd, 283 U. 152, 51 Sup. Ct. 403, 75 L. ed. 919 (1931). The court 
stated that the Trading with the enemy Act as amended should be liberally 
construed to include accrued compensation, since not only patents were the 
subject of seizure but also “every right, title and interest with respect thereto, 
including all damages and profits-recoverable . ... for past infringement.” In 
addition the war conditions indicated a purpose to employ all legitimate means 
effectively to prosecute the war. 


17 42 Stat. 1511(1923), 50 U. S. C. App. §9 (1940). 





334 THE GEORGE WASHINGTON LAW REVIEW 


not been sold, licensed or otherwise dealt with under the Trading 
with the enemy Act and where it was not involved in litigation in 
which the United States was a party. This Act was followed by 
the Settlement of War Claims Act of 1928,1* which stated that all 
licensed or encumbered patents remaining in the ownership of the 
APC would be returned subject to any license or encumbrance or 
subject to the terms of any contract. The old office of the APC was 
subsequently abolished by Executive Order?® on May 1, 1934, and 
its powers and duties transferred to the Office of the Attorney Gen- 
eral. 


The Function and Policy of the APC in World War II 


The situation with which the United States was faced at the be- 
ginning of this war was much more acute than that which faced the 
country at the beginning of the last war. In the first place there 
were many more patents owned by enemy aliens and aliens in enemy- 
occupied countries, approximately 75,000 compared to 12,000 at the 
time we entered the last war, and covering many more fields of 
endeavor.” Patent control had been reacquired by enemy aliens in 
many fields where it had been taken from alien hands during the 
last war. 

In general the effort to exert control over American industry has 
been more intensified due to the attitude of the Nazi Government 
during the decade preceding our entry into the war. This attitude 
has been evidenced by German legislation, the effect of which has 
been to transfer ownership in foreign holdings owned by German 
citizens to the German government in order that it may be more 
effectively used as a tool of the German international policy.” 
It appears clear also that an attempt was made to use the international 


18 45 Stat. 270-273 (1928), 50 U. S. C. App. §9 (1940). 


18 The Settlement of War Claims Act, ibid., was subsequently modified by a 
joint resolution, passed by Congress in 1934 which suspended return of enemy 
property as long as Germany was in default of her war debt. 48 Stat. 1267 
(1934), 43 U. S. C. § 315 n. (1940). This was upheld as constitutional in 
a. v. Deutsche Bank, 300 U. S. 115, 57 Sup. Ct. 359, 81 L. ed. 545 

1937). 

20 Ex. O. 6694, May 1, 1934. 


21 Roe, War Measures, the Alien Property Custodian, and Patents (1943) 25 
J. Pat. Orr. Soc. 692, 703. 


22Dr. Heinrich Kronstein, expert in German Cartel law, discussing the 
German Currency Law of 1931 as applied by the Nazi Government stated to 
the Senate Committee on Patents on April 28, 1942: “The German ‘owner’ 
of foreign property . . . has no ‘property right’ under the conception of Amer- 
ican law. He has only a special right to keep assets in his name until he is 
ordered to give them up . . . all rights of ownership may be exercised by the 
yee emeeceal Hearincs, 77th Cong., 2d Sess., part 3, pp. 1270 ff., 
101d, at b 
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cartel to increase the comparative advantage of that nation at the 
expense of other competitive nations.”* 

In view of the greater appreciation of the economic aspects of 
total war and because of the lessons learned in the administration of 
the first Trading with the enemy Act, it was recognized at the outset 
that more stringent measures were required than had been embodied 
in the legislation of the last war. Not only was it felt necessary to 
seize legal title to patents to prevent the earnings from being returned 
to the German Government, but it was felt that it should be made 
impossible for parties, e. g., the German government, having interests 
inimical to the welfare of the country, to reacquire control of the 
patent by purchase or otherwise after this war. The system of 
non-exclusive licensing of the vested patents was thus evolved, which 
will be later explained in greater detail. 

When Leo T. Crowley was appointed Alien Property Custodian 
in April, 1942, he outlined his policy before the Senate Committee 
on Patents. This policy has been summarized by the Assistant Gen- 
eral Counsel as follows: 


1. As rapidly as possible, we will take possession of all enemy 
owned or controlled patents and all interests of enemies under 
patents where such patents or interests appear to have any sub- 


stantial value... . 


2. We believe that the primary purpose of vesting and admin- 
istering foreign-owned patents is to break any restrictive holds 
which these patents may have on American industry, particularly 
restrictions which may operate to impede war production. 

3. In order to secure the maximum utilization of patents which 
may come into our possession, we propose to make them freely 
available to American industry. 


4. In regard to patents which are owned by corporations com- 
ing under our control, as distinguished from patents which are 
seized directly from an enemy owner, the general policy will be 
to permit the corporation, as an operating unit, to retain and 
continue its own management of those patents which are neces- 
sary to and used in its business; any other patents which the 
corporation may own will be administered by the corporation in 
accordance with broad policies approved by the Alien Property 
Custodian. 


23 Cartels under the Hitler Government underwent a radical change. Al- 
though cartels devoted to control of industry and trade by limiting production 
had helped finance Hitler into power, Hitler forced them to increase production 
and prevented them from disseminating technical information abroad “for mili- 
tary reasons.” “A totalitarian state, welding this (cartel) system into a single 
instrument for total war could make it work with a certain deadly efficiency.” 
No peace with I. G. Farben, Fortune, Sept., 1942. See also Kronstein, The 
Dynamics of German Cartels and Patents (1942) 9 Univ. or Cuic. L. REv. 
643, 10 Ibid. 49. 
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5. Finally, the income which accrues from patents in our con- 
trol may be used to defray expenses of discovering the patents, 
appraising their value, making them usable and available to licen- 
sees, administering the licenses, and in such research projects as 
may be necessary to obtain the greatest possible use of the pat- 
ents.** 


A salient feature of the above policy is the fact that the patents 
are to be made “freely available to American industry,” that is, 
non-exclusive and without the payment of royalty except under 
circumstances discussed below. In no case are the patents to be sold. 
This provision was included on specific instruction of the President.” 
In the words of the Custodian: “The inventions covered by these 
patents will be made a permanent possession of the American people 
and, through freely granted licenses, they will be incorporated in our 
national industrial machinery.” ** 

The licenses were made non-exclusive under the assumption that 
“the effect of a royalty, under ordinary circumstances, is to restrict 
the use of a patent and that . . . the Custodian as the owner of a 
patent has no interest in restricting its use as a means of increasing 
his income.” 77 It should be borne in mind, however, that reward to 
the inventor for making the disclosure is only one reason for granting 
exclusive protection. The manufacture and marketing of a patented 
idea often requires a large investment of capital. Frequently, it is 
not possible to attract a capital investment without the protection 
afforded by an exclusive license. The choice between these solutions 
has been resolved in favor of the non-exclusive, royalty-free license, 
however, and it is submitted that this choice was the better one in 
time of war. In the first place, capital is more readily available in 
wartime, and secondly, making the licenses non-exclusive makes it 
impossible for enemy nations by means of a “cloak” to purchase or 
acquire an exclusive license under a patent and thus prevent its 
effective use in the war effort. It has also been effectively argued 
that the non-exclusive license makes it unnecessary to engage in the 
time-consuming investigation as to the actual value of a patent if it 
were sold outright or into the amount of a reasonable royalty if it 
were licensed for a royalty.”* 

In the ordinary case where exclusive licenses are not already out- 


24 Roe, supra note 21, at 706. 


25 ALIEN Property CUSTODIAN, PATENTS AT WoRK—A STATEMENT OF POLICY 
(January, 1943) 11. 


26 [bid. 
27 Roe, supra note 21, at 707. 
28 PATENTS AT WoRK op. cit. supra note 27, at 14. 
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standing to American industry, licenses are granted by the Custodian 
under vested patents and applications under the following conditions: 


(a) A license application fee of $15 is charged per patent. 

(b) Licenses are issued to any reputable American firm or 
individual. 

(c) Licenses are non-exclusive and non-assignable. 

(d) Licenses are royalty-free. 

(e) Licenses are to last for the duration of the life of the 
patent. 

(f) Licensees are to make annual reports to the Alien Prop- 
erty Custodian covering the volume and value of production 
under licensed patents and the research work undertaken in con- 
junction with them. 

(g) Licenses are revocable. 


There are three exceptions, however, to the above policy of grant- 
ing royalty-free licenses: 

(1) Where vested enemy-owned patents are already exclu- 
sively licensed to an American licensee. 

(2) Where patents are vested which are the property of na- 
tionals of enemy-occupied countries. 

(3) Where patents have not been vested directly but are 
owned by corporations controlled by the Custodian. 


In the case of vested patents already exclusively licensed to Amer- 
icans in good faith such interests will not be disturbed.”® Existing 
license provisions will be maintained unless they contain restrictive 
provisions as to price, production, use, or market area to the detri- 
ment of the war effort of the nation.*® Existing royalties will be 
maintained, the proceeds being collected by the Custodian. To do 
otherwise, it is argued, would give such licensee a “windfall.” How- 
ever, the exclusive licensee may elect to give up his exclusive rights 
and accept a non-exclusive royalty free license on the terms listed 
above.*? 

Cases of the second exception where royalties are charged, namely, 
when the patents vested are the property of nationals of enemy- 
occupied countries, fall into three categories. (a) Where the licenses 
are exclusive their terms will be respected and the proceeds will be 
paid into the Custodian subject to later negotiation. (b) Where 
they are non-exclusive the patented inventions will be made avail- 
able to other licensees on the same terms. (c) Where no licenses 
have been issued, however, the patents are offered to American 
applicants royalty-free for the duration and six months thereafter, 

29 Ibid. at 17. 


380 [bid. at 18. 
31 Ibid, at 17. 
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after which a reasonable royalty rate to be determined will apply.** 

The third exception where no royalty-free license will in general 
be granted is the case of corporations, domiciled in the United States, 
which are vested or supervised by the Custodian. In some cases 
the main assets are patent rights. Regardless of the magnitude of 
such rights it is the policy of the Custodian that such patents for 
which the corporation has a use in the usual course of its business be 
administered by their managements along with their other assets.** 
This is to preserve the corporation as a going concern and is par- 
ticularly necessary where the patent holdings constitute the major 
assets of the corporation. 

In order to take out a license under a patent or patent application 
vested as enemy property (and not falling within one of the three 


exceptions above) the applicant executes an agreement which pro- 
vides for the following: ** 


1. That a royalty-free, non-transferable, non-exclusive license 
is granted for the life of the patent. 

2. That the licensee does not confer any reciprocal rights on 
the Custodian in any patent or invention of the licensee. 

3. That in case of suit against the licensee*® the Custodian 
will defend his title and his power to grant a license. This is 
known as the “exculpatory” provision. 

4. That the licensee will mark a device made under an APC- 
licensed patent in accordance with the requirements of patent 
law. 

5. That the licensee will report his use of the patent period- 
ically. 

6. That the licensee will not use the patent in furtherance of 
unlawful commercial restrictions. 

7. That the government shall have the right to terminate the 
license. 


8. That notice shall be in writing whenever notice is required. 


Section 1, involving the scope of the license, has already been dis- 
cussed. Section 2 is required because of the belief by some pro- 
spective licensees that a cross-license under the patents of the licensee 
was required. Sections 4 through 8 covering marking, reporting, 
unlawful use, termination and notice are formal requirements based 
on present Custodian policy and will not be discussed.** Section 3, 


82 Jbid. at 16. 

88 bid. at 20. 

84 See Alien Property Patent License Form APC-30 dated February, 1943. 

35 In the files of the APC in Chicago are recorded outstanding assignments, 
mortgages and liens which have been obtained from patent office assignment 
records and data submitted under the Custodian’s reporting requirements. A 
search of these records before a license is granted reduces the possibility of 
suit. Roe, supra note 21, at 715. 

36 See generally Roe, supra note 21, at 692. 
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however, is of particular interest since the validity of the agreement 
is dependent upon the Custodian’s power to grant the license and 
since this power has been challenged.*’ 

The question of whether the Custodian can grant a valid license 
depends first upon whether the seizure is valid and constitutional, 
secondly, whether the Government has a constitutional right to hold 
title to a patent. 


The Power of the Custodian to Seize Title to a Patent 


The legality of seizure of the property of enemy aliens has been 
questioned on two grounds. The first is the principle of interna- 
tional law which held for many years prior to World War I that 
personal property of an enemy alien should not be subject to seizure 
without compensation.*® However, in view of the domestic law on 
this subject, which has prevailed in practically all of our previous 
wars,** and in view of the vesting statutes which recognize the 
modern concept of economic warfare and make no provision for com- 
pensation,*® the foregoing principle of international law appears to 
be superseded. 

The second ground is that of unconstitutionality. It has been 
claimed that deprivation of property by the Custodian without com- 


pensation violates the Fifth Amendment to the Constitution guaran- 
teeing “due process.”” The cases are in agreement, however, that 
the constitutional war powers of Congress are not restricted in such 
instances by the Fifth Amendment where an enemy alien is con- 
cerned,*’ and the constitutionality of confiscation without compensa- 
tion has historically been upheld.4* More modern cases based on 


37 Wille, Government Ownership of Patents (1943) 25 J. Pat. Orr. Soc. 729. 

38 “Tt is the unanimous conclusion of all authorities on international law that 
the private property of the nationals of a hostile state within a belligerent’s juris- 
diction is not subject to confiscation . . . the trend of all international juris- 

rudence is away from the exercise of power of confiscation. . . .” Cohen, 

he Obligation of the United States to Return Enemy Alien Property (1921) 
21 Cor. L. Rev. 666. However, a contemporary writer in this field states: 
“According to the standard of general international law, on the other hand, the 
nationals of countries with which we are at war are liable to the confiscation 
of their property by Congress, subject only to the above-mentioned ‘humane and 
wise policies of modern times.’” Turlington, Vesting Orders Under the First 
War Powers Act (1942) 36 Am. J. Int. L. 460, 464 

89 The constitutionality of a seizure without compensation under the first 
Trading with the enemy Act of 1812 (2 Stat. 778 (1812) ), was sustained in 
Brown v. United States, 8 Cranch 110, 3 L. ed. 504 (1814). Again Congress 
ordered seizure of enemy property during the Civil War. This was upheld 
in Miller v. United States, 11 Wall. 268, 20 L. ed. 135 (1871), and Kirk v. 
Lynd, 106 U. S. 315, 1 Sup. Ct. 296, 27 L. ed. 193 (1882). 

40 Supra notes 1 and 7. 

41 Duetch-Australische v. United States, 59 Ct. Cl. 450 (1924), app. dis’d 277 
U. S. 610, 48 Sup. Ct. 432, 72 L. ed. 1014 (1928). 

42 Supra note 39. 


7 
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the Trading with the enemy Act have consistently held the seizures 
valid and that title of the Alien Property Custodian in the seized 
property was absolute notwithstanding the fact that Congress may 
have reserved to itself the right to dispose of the property.** Some 
remedy must be provided, however, to protect those whose property 
may be seized by mistake in order for the act to be constitutional.** 
It has been held that this condition is met since the remedy under 
the old Trading with the enemy Act is still in effect.*° In that instance 
the government relied on the machinery set up under Section 5 (b) 
of the Act, as amended, to supply an adequate remedy. However, 
even when a mistake has been made and it is discovered that the 
owner does not, in fact, fall within the class of persons who may 
be legally dispossessed, the Custodian is able to give good title and 
the remedy of the former owner in an action against the Custodian 
is limited to the net proceeds.*® The validity of seizure under the 
Trading with the enemy Act appears, in view of the foregoing, to 
be clearly established. 


The Right of the Custodian to Hold and License a Seized Patent 


The right of the government to hold many types of property is so 
well-established that it seems surprising that the right to hold title 
to patents should be questioned. It has been claimed, however, that 


when the Custodian vests a patent, the monopoly which is granted 
by the patent disappears by a process of merger and there is, in 


43 The legal title of the Custodian to seized property has been held to be 
good in the field of patents: United States v. Chemical Foundation, Inc. supra 
note 14. Chemical Foundation, Inc. v. E. I. DuPont de Nemours & Co., 29 
F. (2d) 597 (D. Del. 1928), aff'd sub. nom. Farbewerke v. Chemical Foun- 
~~ Inc., supra note 16. And to property other than patents: aap 

Deutche Bank, supra note 19; Henkels v. Miller, 4 F. (2d) 988 ~ x 
2a, 1925), Koppel Ind. Car & E. Co. ‘ nee, 289 Fed. 446 ic. < X24 
1923), 12 F. (2d) 1009 (S. D. N. Y. 1926). 

44 See Central Union Trust Co. v. P nan ol 254 U. S. 554, 41 Sup. Ct. 214, 
65 L. ed. 403 (1921), Stoehr v. Wallace, 255 U. S. 239, 41 Sup. Ct. 293, 65 
L. ed. 604 (1921). 

45 Draeger Shipping Co. v. Crowley, 49 F. Supp. 215 (S. D. N. Y. 1943). 

46 Henkels v. Miller, supra note 43. Here the court limiting a United States 
citizen to a recovery of the net proceeds of property which had been mistakenly 
seized by the Custodian quoted the amendment to the Trading with the enemy 
Act of Nov. 4, 1918, 40 Stat. 1020 (1918), 50 U. S. C. App. §7 (C) (1940): 
“The sole relief and remedy of any person having any claim to any money or 
other property heretofore or hereafter conveyed . . . to the Alien Property 
Custodian . . . or seized by him shall be that provided by the terms of this 
Act and in the event of sale or other disposition of such property . . . shall 
be limited to and enforced against the net proceeds received therefrom and 
held by the Alien Property Custodian or the Treasurer of the United States.” 
The court differentiated between seizing under the war powers and otherwise 
appropriating for public use in disallowing recovery for the interest earned while 
the property was in the possession of the Government. It appears clear that 
if disposition had not yet been made, recovery would be allowed in specie. See 
Stoehr v. Wallace, supra note 44, at 246. 
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effect, a dedication of the patent to public use. This veiw was pre- 
sented by former Patent Commissioner Ewing.** The same argu- 
ment has been expressed more recently in the following words: 
“When the title to a patent is acquired by the federal government, 
the right to exclude has returned to the authority granting the right. 
It is submitted that there is thus a merger, and the right to exclude 
disappears.” ** An analogy is drawn to the law of real property 
that when the owner of an estate subject to an easement acquires 
the latter, the easement is extinguished.*® Also, considering the 
patent as a contract, the government promises an exclusive right for 
the disclosure of the patentee. Under a general principle of contract 
law, where the contractual promise again becomes the property of 
the promisor, the promise, 7. e., the exclusive right, disappears.®° As 
a further reason why the government should not be empowered to 
hold a patent, it is urged that since no copyright is granted to the 
Federal Government,” neither should a patent right be granted.*? 
In addition it is urged that the government, by its requirement that 
all who wish to use the teaching of a confiscated patent must take 
out a license, is not in accordance with the object of the patent laws, 
namely, “to promote the progress of science and useful arts.” That 
end would be served more completely, it is claimed, by cancellation 


of the patent and the resultant unrestricted use by the public of the 
idea.** 


It is not believed that these arguments are well-founded. With regard 
to the doctrine of merger, those who have proposed it have invariably 
had to support their arguments by analogies to other fields of the 
law, e.g., real property or contracts. While it is true that patents 
have features similar to contracts and to property rights of other 
types, actually patents have become sui generis and a large body of 
law has developed peculiar to patents alone. As against a host of 
contrary specific patent decisions and enactments, such analogies 
lose their force. 

It is significant that neither Congress nor the Supreme Court has 


47 Ewing, Government Owned Patents (1928) 10 J. Pat. Orr. Soc. 149. 
Patent Commissioner Ewing argued that the Government is not granted a 
right by the Constitution to hold a patent monopoly and that the holding of a 
monopoly by the crown has long been considered undesirable at Common Law. 

48 Wille, supra note 37 at 737. 

49 Ibid. 

50 [bid. at 746. 

51 “7, No copyright shall subsist in . . . any publication of the United States 
Government” 35 Stat. 1075, § 7 (1909), 17 U. S.C. §7 (1940). 

52 Wille, supra note 37, at 735. 

58 Tbid., at 757. See dissenting opinion of Mr. Chief Justice Hughes in 
United States v. Dubilier Condenser Corp., 289 U. S. 178, 53 Sup. Ct. 554, 
77 L. ed. 1114 (1933). 
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seen fit to discuss or apply the doctrine of merger as extinguishing 
the patent right, although many cases have arisen in which it could 
have been applied. On the contrary, Congress has made specific 
appropriations for the purchase of patents. It has provided that 
“no application [for a patent] shall be regarded as abandoned which 
has become the property of the Government of the United States. 

.” 55 Congress has at various times empowered the Custodian 
to seize and sell patents, as we have seen in the Trading with the 
enemy Act, discussed above. Another of the many Congressional 
acts contemplating ownership of patents by the government is the 
Tennessee Valley Authority Act,°® which provides that employees 
must assign their inventions, arising out of assigned problems, to 
the T. V. A. 

The decided cases have supported the property right in the gov- 
ernment in the case of patents®’ and have even held that the govern- 
ment may acquire a copyright by assignment. The United States 
Supreme Court has upheld the right of the Custodian to sell vested 
patents,* and it has been held that the Custodian on behalf of the 
government could collect royalties as owner of the patent. In one 
fairly recent case the United States Supreme Court significantly 
deleted a dictum questioning statutory authority for government 
ownership and licensing of patents. 

It is true that government ownership of patents is not specifically 
granted in the Constitution. However, it is obvious that the Federal 
Government has the right to own property where considered neces- 
sary in the performance of government business. Patent rights are 
essentially a type of property and are dealt with as property. The 
Constitution does not specifically enumerate the other property in- 
terests which it is “necessary and proper” for the government to 
hold and administer. It would seem unnecessary, therefore, that the 
right to hold and administer patents need be specifically given. That 
there are advantages to be gained by government ownership is in- 
dicated by the fact that so many government agencies find it necessary 
to procure proprietary patent rights for the effective transaction of 
their business. 

54 For example see Act of March 4, 1917, c. 180, 39 Stat. 1168, 1169 (1917). 

5553 Stat. 1264 (1939), 35 U. S. C. §37 (1940). 

5¢ Tennessee Valley Authority Act, 48 Stat. 58 (1933), 16 U. S. C. $831d 
OQ, (all v. United States, 137 U. S. 342, 11 Sup. oa , 34 L. ed. 667 
(1890) ; Houghton v. United States, 23 F. (2d) 386 > «4 4th, 1928). 

58 Sawyer v. Crowell Pub. Co., 46 F. Supp. 471 (S. D Y. 1942); United 
States v. Chemical Foundation, ‘Inc., supra note 15. 


69 Farbewerke v. Chemical Foundation, Inc., supra note 16. 
60 See Broder, Government Ownership of Patents (1936) 18 J. Par Orr. Soc. 
697. 
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In the case of the Alien Property Custodian it is “necessary and 
proper” for the government to hold patents in order to insure the 
submission of accurate reports as required in the license agreement. 
Such reports are necessary in order that adjustments in the admin- 
istrative procedure may be made from time to time to publicize the 
patent more thoroughly and to encourage maximum use of the 
patent in the war effort. To cancel patent rights belonging to the 
government, as has been urged, would not “promote the progress 
of science and useful arts” but through the loss of current informa- 
tion such cancellation may actually tend to reduce the amount of 
progress. It is true that a high license rate would tend to discourage 
wide use of the patent; however, the present license fee of fifteen 
dollars per patent is not believed sufficiently great to curtail the use 
of the patent, and it is possible that this fee may be still further 
reduced. 

In the above discussion we have seen that the government has a 
legal right under the Constitution both to seize patents and to hold 
them as owner. Granting that the government may own a patent, it 
must necessarily have the right to license. Since a license is merely 
a waiver of suit, it cannot be doubted that the government has the 
right to waive suit where it desires. This has been the uniform 
opinion of the Attorneys General.* 


The Power of the Custodian to Assume the Burden of Suit 
Against a Licensee by a Third Party 


It is possible that a person who has an interest in a patent which 
has been seized and licensed by the Custodian may attempt to recover 
from the licensee as an infringer, claiming that the Custodian had 
a faulty title and was therefore unable to grant a valid license. The 
licensee is, however, protected from this possibility by the “excul- 
patory clause” of Section 5 (b) of the Trading with the enemy Act, 
as amended, which corresponds to Section 7 of the original Act. 
This provision has been incorporated into the license agreement 
as follows: 


. no person shall be held liable in any court for or in 
respect to anything done or omitted in good faith in connection 
with the administration of, or in pursuance of and in reliance on, 
this subdivision, or any rule, regulation, instruction, or direction 
issued hereunder.* 


61 Attorney General Stone, 34 Ops. Att’y Gen. 320 (1924), Attorney General 
Cummings, 37 Ops. Att’y Gen. 180 (1933), Acting Attorney General Reed, 
38 Ops. Att’y Gen. 425 (1936), Acting Attorney General Bell, 38 Ops. Att'y 
Gen. 534 (1936), Attorney General Cummings, 39 Ops. Att’y Gen. 164 (1938). 

62 Supra note '35. 
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There is authority that a person who transfers property to the 
Custodian under a seizure order is protected from any consequences 
of this Act by the exculpatory provision. There are no recorded 
cases, however, in which a licensee has been thus protected. How- 
ever, either from the standpoint of law or policy, why a licensee 
should not be “exculpated” to the same extent as a transferee since 
in each case the government’s right to hold a patent has been attacked. 
The burden of such litigation, according to a statement by the 
Assistant General Counsel,** has been undertaken by the Department 
of Justice. 


The Right of the Custodian to Prosecute Infringers of 
Vested Patents 


There have been no cases in which the Federal Government has 
ever enforced or attempted to enforce the right to exclude under a 
patent ; ® the problem has never therefore been directly determined. 

Whether this is due to lack of infringement of patents owned by 
the government or to tolerance on the part of the government toward 
infringers is not known. However, the reason for this is not mate- 
rial. We have seen above that the government may have a proprie- 
tary interest in a patent and it would seem immaterial whether such 
interest arises as patentee, by assignment or by grant. Granting 


that such an interest exists there appears to be no reason why a 
government agency should not be protected as any other owner 
under the patent statutes and in accordance with the decided cases. 
In the words of the Attorney General: 


. if the United States becomes the owner of a patent it 
can exercise the usual proprietary rights of such an owner and 
can, therefore, enforce its rights against unlicensed users; can 
grant licenses and make assignments which carry with them full 
domination of the patent so far as rights thereunder are con- 
veyed. 


Additional Problems 


Only the more basic problems arising under the APC have been 
alluded to above. In an agency having such a large amount of 
power with respect to patent property rights, it is to be expected 


68 Great Northern Ry. Co. v. Sutherland, 273 U. S. 182, 47 Sup. Ct. 315, 71 
L. ed. 596 (1927); Garvan v. Marconi Wireless Teleg. Co. of America, 275 
Fed. 486 (D. N. J. 1921); Garvan v. Certain Shares of International Agricul- 
ture Corp., 276 Fed. 206 (S. D. N. Y. 1921). 

64 Roe, supra note 21, at 716. 

65 Jbid., at 753, citing Acting Attorney General Reed, 38 Ops. Att’y Gen. 425, 
428 (1936). 

66 Attorney General Palmer, 31 Ops. Att'y Gen. 463, 466 (1919). See also 
Attorney General Gregory, 31 Ops. Att’y Gen. 352 (1918). Acting Attorney 
General Reed, 38 Ops. Att’y Gen. 425 (1936). 
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that many additional problems involving matters of both law and 
policy will arise. For example, the circumstances under which the 
Custodian, in the exercise of the discretionary power granted him 
by the President, may refuse to grant a royalty-free license to a 
domestic applicant have not yet been definitely determined. Nor has 
it been determined whether the Custodian, solely on the basis of 
policy considerations, has a right to refuse to license Canadian and 
other friendly foreign applicants desiring to import the patented 
product into this country, which is the practice at the present time. 

As stated above, an exclusive licensee of a seized patent may, at 
his election, request that a royalty-free, non-exclusive license be 
substituted. The question arises as to whether a non-exclusive 
royalty-paying licensee would also be granted this privilege. At 
present he has no such privilege on the ground that this would con- 
stitute a pure gift by the government to the licensee. 

It is also to be noted that all royalty-free APC licenses contain a 
reservation making them revocable at the will of the Custodian. It 
it felt that the legal necessity for the clause should be further in- 
quired into with the possibility of removing such reservation and 
thus removing any apprehension from the mind of the licensee that 
his rights under the license may some day be nullified. 

RicHarp L. Voit. 


PATENT INFRINGEMENT AND THE PUBLIC INTEREST— 
THE Mercorp CASES 


Where there is a collision between the doctrine of the Carbice 
case and the conventional rules governing either direct or con- 
tributory infringement, the former prevails. 


These cogent words of Mr. Justice Douglas in the first of the recent 
Mercoid cases’ decided by the Supreme Court point new directions in 
the judicial process of reconciling private patent rights and the public 
interest. In refusing to aid the patent holder in these cases, the Court 
went one step farther in restricting the zone of action which the paten- 
tee may safely follow. Although the decisions are in line with the 
trend of Supreme Court decisions since the famous Carbice case,? 
the Mercoid cases represent an extension of the Carbice doctrine in 


1Mercoid Corp. v. Mid-Continent Investment Co., 64 Sup. Ct. 268, 60 
U. S. P. Q. 21 (1944); Mercoid Corp. v. Minneapolis-Honeywell Regulator 
Co., 64 Sup. Ct. 278, 60 U. S. P. Q. 30 (1944). 

2 Carbice Corp. of America v. America Patents Development Corp., 283 U. 
S. 27, 51 Sup. Ct. 334, 75 L. ed. 819 (1931). 
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the face of hitherto accepted doctrines of patent law which will un- 
doubtedly substantially change the law of patents. In considering 
these cases, the underlying legal doctrines will first be developed ; 
second, the Mercoid cases will be discussed; and finally, the effect of 
the cases on the position of the patentee will be considered. 


I. The Doctrine of Contributory Infringement 


An infringement of a patent is a tort analogous to trespass or 
trespass on the case. From the earliest times, all who take part 
in a trespass, either by actual participation therein or by aiding 
and abetting it, have been held to be jointly and severally liable 
for the injury inflicted. There must be some concert of action 
between him who does the injury and him who is charged with 
aiding and abetting, before the latter can be held liable. When 
that is present, however, the joint liability of both the principal 
and the accomplice has been invariably enforced.® 


This fundamental tort law constitutes the legal basis upon which the 
doctrine of contributory infringement depends.* Specifically, con- 
tributory infringement has been defined as the “intential aid or co- 
operation in transactions which collectively constitute complete in- 
fringement.” ® Application of the doctrine may be illustrated by the 
first known case in which these principles were applied, Wallace v. 
Holmes.® In that case the patent in suit involved a combination of a 
lamp chimney and burner of which the former was a common article 
then available at many stores, and the latter a special structure for 
use in the patented combination. Defendants manufactured and sold 
burners which, when combined with the standard chimney, produced 
a lamp infringing the patent. Defendants intended that the burners 
be used in this manner and demonstrated the use of the burner to 
form an infringing lamp in samples displayed in stores. The de- 
fendants contended that infringement must consist of the use of every 
element in the patent and that selling merely the burner could not be 
infringement.’ The defendants, as joint tort feasors with the pur- 
chasers of the burners, were held to be “joint infringers” of the com- 
plainant’s patent. The inequitable position of the defendants was 


8 Per Judge Taft in Thomson-Houston Electric Co. v. Ohio Brass Co., 80 
Fed. 712, 721 (C. C. A. 6th, 1897). 

*For detailed discussion of the law of joint torts see Prosser, Joint Torts 
and Several Liability (1937) 25 Cauir. L. Rev. 413; Torts RestTaTEMENT 
(Am. L. Inst. 1939) §§ 738, 739, 876 and 877. 


5 Wa ker, Patents (Deller’s Ed. 1937) 1764. 


629 Fed. Cas. No. 17,100, 1 O. G. 117 (C. C. D. Conn. 1871). The term 
“contributory infringement” was not coined until the later case of Snyder v. 
Bunnell, 29 Fed. 47 (C. C. S. D. N. Y. 1886). 


7 Defendant relied on Prouty v. Ruggles, 16 Pet. 336, 341, 10 L. ed. 985 (1842). 
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emphasized.* In addition, the court considered the difficult, if not 
impossible, task of searching out the individual purchasers who di- 
rectly infringed the patent and the reduction in value of the patent if 
the defendant’s argument was sustained. Accordingly, the defendants 
were held to be infringers and an injunction issued against them. 
Following Wallace v. Holmes, many cases have served to define 
further the doctrine of contributory infringement and its application 
to specific situations, most of them applying the doctrine on the basis 
of the fundamental tort concepts from which it was developed. The 
cases have uniformly held that intent to contribute to the infringement 
must be shown® and that there must be proof of actual infringement 
by some person furnished with the parts or materials.2®° Although 
the relation between the material supplied and the infringing structure 
is usually considered in finding the requisite intent,’ the courts have 
not allowed the fact that the material is a common article of commerce 
or has a minor function in the final infringement to negative con- 


8 The court dwelt at length on the status of the defendant as an active party 
to the infringement. “Here the actual concert with others is a certain inference 
from the nature of the case, and the distinct efforts of the defendants to bring 
the burner in question into use, which can only be done by adding the chimney. 
The defendants have not, perhaps, made an actual pre-arrangement with any 
particular person to supply the chimney to be added to the burner; but, every 
sale they make is a proposal to the purchaser to do this, and his purchase is a 
consent with the defendants that he will do it, or cause it to be done. The 
defendants are, therefore active parties to the whole infringement, consenting 
and acting to that end, manufacturing and selling for that purpose.’ (Emphasis 
supplied.) 29 Fed. Cas. 47, 80, supra note 6. Compare the above quotation 
with Torts RESTATEMENT, op. cit. supra note 4. 

°“But the mere manufacture of a separate element of a patented combi- 
nation, unless such manufacture be proved to have been conducted for that 
purpose, and with the intent of aiding infringement, is not, in an of itself, 
infringement.” Judge Shepley in Saxe v. Hammond, Fed. Cas. No. 12,411 (C. 
C. D. Mass. 1875). Advertisements showing infringing use are sufficient to 
establish the necessary intent, Graham Paper Co. v. International Paper Co., 
46 F. (2d) 881 (C. C. A. 8th, 1931). Statements on an attached tag or with 
the instructions that the device is not to be used in ani infringing manner will 
not avoid contributory infringement. Weed Chain Tire Grip Co. v. Cleveland 
Chain & Mfg. Co., 196 Fed. 213 (C. C. N. D. Ohio 1910). Statements of 
counsel that the patent is invalid do not : sees oes contributory infringement, 
Individual Drinking Cup Co. v. Errett, 29, 3 (C. C. A. 2d, 1924). 
See also: WALKER, op. cit. supra note 5, at Sigg Thomas, The Law of 
Contributory Infringement (1939) 21 J. Pat. Orr. Soc. 811. 

10 Harvey Hubbell, Inc. v. General Electric Co., 267 Fed. 2 (C. C. A. 2d, 
1920); Fehr v. Activated Sludge, Inc., 84 F. (2d) 948 (C. C. A. 7th, 1936), 
revd on other grounds, 102 F. (2d) 972 cc. C. A. Th 1938) (defendant 
liable only if infringing device actually operates before patent expires). But 
cf. American Stainless Steel Co. v. Ludlum Steel Co., 16 F. (2d) 823 (S. D. 
N. Y. 1926) (infringing use presumed if desirability of such use is shown) ; 
Westinghouse Electric & Mfg. Co. v. Dayton Fan & Motor Co., 106 Fed. 724 
(C. C. S. D. Ohio 1901) (sale of electric motor sufficient to prove operation). 

11 Thomson-Houston Electric Co. v. Ohio Brass Co., supra note 3; West- 
inghouse Electric & Mfg. Co. v. Dayton Fan & Motor Co., supra note 10; 
Chas. H. Lilly - v. Laucks, Inc., 68 F. (2d) 175 (C. C. A. 9th, 1933), 
cert. den, 293 U. 573, 55 Sup. = 84, 79 L. ed. 671 (1934); Thomas, 
supra note 9, at 08, 
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tributory infringement where the other elements of the tort have 
been established.1* However, the doctrine will not be applied when 
the user of the material or part furnished has a license, express or 
implied, to make such use. Thus, the purchaser of a patented machine 
is entitled to buy supplies for use in the machine and make repairs 
without subjecting suppliers of materials to damages for contributory 
infringement,’* but when the use of the article furnished amounts to 
reconstruction of the machine, no implied license exists, and the 
vendor is guilty of contributory infringement.’* Although most in- 
stances of contributory infringement involve the supply of materials 
for the construction of, or use in, a patented machine, the doctrine is 
not so limited and has been applied to other classes of patentable 
subject matter.*® 

Two cases of particular importance in relation to the Mercoid 
cases require special mention. The first of these, Leeds & Catlin Co. 
v. Victor Talking Machine Corp.,’* involved a patented phonograph 
machine consisting of the combination of a revolving record and a 
reproducing stylus, the invention consisting of providing undulations 
in the side wall of the grooves in the record rather than undulations 
in the depth of the grooves. The defendant, without license, supplied 
records for use in the machines with intent that they be so used. The 
Court dwelt at length on whether repair or reconstruction was in- 
volved, and finally concluded that, since the record was not a perish- 
able element in the combination, replacement amounted to recon- 
struction of the machine and the defendant was a contributory in- 
fringer. The second case, Henry v. A. B. Dick Company," is famous 
as the “high water mark” of contributory infringement, and, although 
it has since been expressly overruled,’* is of interest in illustrating 
the extent to which the doctrine can be logically applied. In the 
A. B. Dick case the defendant was accused of contributory infringe- 


12 Henry v. A. B. Dick Co., 224 U. S. 1, 32 Sup. Ct. 364, 56 L. ed. 645 beg F 
Heaton-Peninsular Button-Fastener Co. v. Eureka Specialty Co., 77 Fed 
(C. C. A. 6th, 1896), (1897) 35 L. R. A. 1313. Contra: Cortelyou v. ne Mage 
& Co., 145 Fed. 933 (C. C. A. 2d, 1906), aff'd on other grounds, 207 U. S. 
196, 28 Sup. Ct. 105, 52 L. ed. 167 (1907). The modern tendency is to care- 
fully examine cases involving staples of commerce in view of the doctrine of 
the Carbice case, infra note 22. 

13 Heyer v. Duplicator Mfg. Co., 263 U. S. 100, 44 Sup. Ct. 31, 68 L. ed. 189 
(1923); Payne v. Dickinson, 109 F. (2d) 52 (C. C. A. 3rd, 1940), cert: den. 
310 U. S. 637, 60 Sup. Ct. 1080, 84 L. ed. 1406 (1940). 

14 Leeds & Catlin Co. v. Victor Talking Machine Co., 213 U. S. 325, 29 Sup. 
Ct. 503, 53 L. ed. 816 (1909). 

15 Electro Bleaching Gas Co. v. Paradon Eng. Co., 12 F. (2d) 511 (C. C. A. 
2d, 1926) (process patent). 

16 Supra note 14. 

17 Supra note 12. 

18 Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U. S. 502, 
37 Sup. Ct. 416, 61 L. ed. 871 (1917). 
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ment of a patent covering a mimeograph machine. Although the 
patent did not cover the ink used in the machine, the patentee attached 
to each machine sold a “license restriction” reciting that the machine 
could be used only with supplies purchased from it. Defendant had 
supplied ink for the machines in violation of this restriction. The 
Court concluded that, when the ink so supplied was used, it amounted 
to a breach of the license restriction, and the owner of the machine 
and defendant became direct and contributory infringers respectively. 
While the majority of the Court refused to be influenced by the 
effect of this holding in extending patent protection to unpatented 
materials, Mr. Chief Justice White in a vigorous dissent took the 
opposite view and condemned the application of contributory infringe- 
ment under such circumstances.’® 


II. The Doctrine of Improper Use 


In the Motion Picture Patents case?® the Supreme Court was con- 
fronted with an agreement very similar to that of the A. B. Dick 
case.*4 The plaintiff company was the holder of a number of patents 
covering motion picture apparatus under which it licensed a second 
company to manufacture projecting machines. Under this license 
agreement a plate was attached to each machine stating that purchase 
of the machine gave only a license to use it with film leased from 
plaintiff. Defendants were the suppliers and users of other film for 
the patented machines and were sued for contributory and direct in- 
fringement respectively. As in the A. B. Dick case, it was argued 
that when acts contrary to the license were made, the license to use 
the machine terminated, and further use became an infringement 
of the patent. Instead of examining the situation purely from the 
standpoint of contributory infringement, the Court also considered the 
effect of its decision on the control the plaintiff could exercise over 
unpatented films. It referred to the Clayton Act as an indication of 
the attitude of Congress toward the decision in the A. B. Dick case 
and concluded that the license restrictions were “plainly void, because 
wholly without the scope and purpose of our patent laws, and because, 
if sustained, it would be gravely injurious to the public interest, 
which . . . is more a favorite of the law than is the promotion of 
private fortunes.” 

The wide application of the principles set forth in the Motion 


19 The dissenting opinion of Mr. Chief Justice White has in its basic phi- 
losophy since become the law in the form of the doctrine of improper use. 
However, he also argued that all suits involving the tying of unpatented and 
patented goods sound in contract and should be handled in the state courts. 
This view has never been followed. 

20 Supra note 18. 

21 Supra note 17. 
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Picture case was not immediately appreciated, and for fourteen years 
the doctrine remained dormant. In 1931, however, the Court handed 
down the famous Carbice?* decision which expanded the doctrine of 
the Motion Picture case and inaugurated the “new attitude” of the 
Supreme Court toward the rights of the patentee. In the Carbice 
case the plaintiff held a patent for a transportation refrigeration 
package, one element of which was the dry ice used as a refrigerant, 
and sold the packages on the condition that the necessary dry ice 
be purchased from it. Suit for contributory infringement was brought 
by plaintiff against a competitor supplying dry ice for use in the 
packages. In refusing relief, the Court concluded that the relief 
sought was “indistinguishable from that refused in the Motion Pic- 
ture case.” The Court in this decision rejected the argument that 
the dry ice was a “dynamic element” in the patented structure and 
considered control over the supply of dry ice beyond the scope of the 
patent grant.** 

From the Carbice case to the recent Mercoid cases the application 
of the doctrine of improper use has been consistently expanded. In 
the Leitch case** the plaintiff was owner of a process patent for a 
method of road construction, but did not practice the method nor 
grant express licenses to others to do so. Instead, it sold bituminous 
emulsion, a staple of commerce and used in the process, and pur- 
chasers received an implied license to practice the patented process. 
In refusing to grant relief for contributory infringement by a com- 
petitor selling bituminous emulsion to an unlicensed user of the 
process the Court pointed out that the effect of the plaintiff's method 
of business was to establish control over the bituminous emulsion, and, 
since it was an unpatented material, relief would not be awarded as 
to do so would extend the patent grant. In the B. B. Chemical case*® 
the defendant, a supplier of unpatented materials used in plaintiff's 
patented process, actively induced purchasers to use the process. 
Even this was not considered sufficient basis for relief in view of 


22 Gute Corp. of America v. American Patents Development Corp., supra 
note 2. 

23 The Dry Ice case has been widely noted: Dorsey, The Dry Ice Case 
(1931) 13 J. Par. Orr. Soc. 511; McCormack, Restrictwe Patent Licenses 
and Restraint of Trade (1931) 31 Cor. L. Rev. 743; Rich, Contributory In- 
fringement (1932) 14 J. Pat. Orr. Soc. 376; Burgess, Contributory Infringe- 
ment Predicated on the Sale of a Staple Commodity (1932) 14 J. Pat. Orr. 
Soc. 15; Rice, The Tangle of Contributory Infringement in the Supreme 
Court (1933) 11 N. Y. U. L. Q. Rev. 48. See also Woop, Parents AND 
Antitrust Law (1942) 75; Barnett, Patent Property AND THE ANTI- 
Monopoty Laws (1943) 236. 

24Leitch Mfg. Co. v. Barber Asphalt Co., 302 U. S. 458, 58 Sup. Ct. 288, 
82 L. ed. 371 (1938). 
cise) B. Chemical Co. v. Ellis, 314 U. S. 495, 62 Sup. Ct. 406, 86 L. ed. 320 
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the plaintiff’s use of the same methods of business as were used in 
the Leitch case. 

In the Morton Salt case** the Court’s application of the doctrine of 
improper use reached a high point. The plaintiff held a patent on a 
salt dispensing machine which it sold on the condition that the neces- 
sary salt tablets be purchased from it. Defendant constructed and 
sold salt dispensing machines infringing the patent, and was accord- 
ingly sued for direct infringement. Although plaintiff sought to dis- 
tinguish the Carbice and subsequent cases on the ground that they 
involved contributory infringement, the Court gave primary consid- 
eration to the plaintiff's attempt to control the unpatented tablets 
and refused relief.?’ 

The underlying philosophy of the improper use decisions is clear— 
a patent may not be used as a lever to gain control over unpatented 
commodities. It is also clear that enforcement of this principle is 
to be accomplished by refusal to grant relief under the patent. Al- 
though the courts are in accord on this basic philosophy and the 
method by which it is to be enforced, there has been disagreement 
in the reasoning by which the result is reached. Some courts have 
held that the doctrine applies the policy of the anti-trust laws, while 
others have considered an inherent limitation in the patent laws to 
be the true rationale of the improper use concept. The decisions 
based on a limitation in the patent laws have also split into those 
based purely on the equitable doctrine of unclean hands and those 
based on the broad public policy that free competition should exist 
in unpatented goods. 

The passage of the Clayton Anti-trust Act was referred to in the 
Motion Picture Patents decision as substantiating the conclusion 
reached by the Court.”* Later, in the Carbice case, the Court referred 
to practices condemned under the Sherman Act as analogous to 
those of the plaintiff.2® Following these and similar references to the 


26 Morton Salt Co. v. G. S. Suppiger Co., 314 U. S. 488, 62 Sup. Ct. 402, 
86 L. ed. 363 (1942). 

27 The Seventh Circuit had previously refused relief for direct infringement 
under the improper use doctrine in ' case of American Lecithin Co. v. War- 
field Co., 105 F. (2d) 207 (C. 5 . 7th, 1939), cert. den. 308 U. S. 609, 60 
Sup. Ct. 171, 84 L. ed. 509 (193 

28 “We are confirmed in the — which we are my by the fact 
that since the decision of Henry v. Dick Co., 224 U. S. 1, the Congress of the 
United States, the source of all rights under patents, as Me in response to that 
decision, has enacted . . .” the Clayton Act. Mr. Justice Clarke in the Motion 
Picture Patents case, supra note 18, at 517. 

29“The present attempt [to control unpatented material] is analogous to 
the use of a patent as an instrument for restraining commerce which was con- 
demned, under the Sherman Anti-Trust Law, in Standard Sanitary Mfg. Co. v. 
United States, 226 U. S. 20,” per Mr. Justice Brandeis in the Carbice case, 
supra note 2, at 34. 





352 THE GEORGE WASHINGTON LAW REVIEW 


anti-trust acts in other Supreme Court decisions, several lower courts 
have applied the doctrine of improper use on the theory that violation 
of the anti-trust laws is involved.*° However, the vast majority of 
lower court decisions as well as all the Supreme Court opinions go 
no further than the Carbice and Motion Picture Patents cases in con- 
sidering the anti-trust laws for the reason that established limitations 
in these laws would greatly limit the application of the doctrine of 
improper use.** 

Realizing the limitations of rationalizing the improper use cases 
on the anti-trust acts alone the courts have developed other theories 
based on limitations inherent in the patent grant and capable of more 
flexible application. Under the Constitution and the patent statutes 
the patent grant is limited to the exclusive privilege of making, using, 
and selling the invention and the public retains the benefits of free com- 
petition in all commodities not included within the precise zone of the 
patented invention. The view taken in some cases is that the patentee, 
in attempting this unwarranted extension of his patent grant, has 
committed an act which bars him from relief in equity under the 
familiar doctrine of unclean hands. Although a number of decisions 
in the District Courts and Circuit Courts of Appeals have been based 
on this theory** it has not been specifically applied by the Supreme 
Court.** Other cases reason that, as a matter of public policy, the 
courts will refuse to aid one who has used his patent to obtain more 
from the public domain than has been given him. Under this view the 


80 Barber Asphalt Corp. v. La Fera Grecco Contracting Co., 116 F. (2d) 
211 (C. C. A. 3rd, 1940), mod. 122 F. (2d) 701 (C. C. A. 3rd, 1941), counter- 
claim based on the anti-trust laws sustained. But see B. B. Chemical Co. v. 
Cataract Chemical Co., 122 F. (2d) 526 (C. C. A. 2d, 1941), and Ceivgeeat 
Sewer Pipe Corp. v. General Construction Co., 42 F. Supp. 132 (N. D. Ohio 
1941). See also G. S. Suppiger v. Morton Salt Co., 117 F. (2d) 968 res C. A. 
7th, 1941), rev’d supra note 26. 

81 The principal limitation in the application of the anti-trust laws is the 
requirement of unreasonable restraint of trade and a substantial lessening of 
competition. Furthermore, the Clayton Act has not been applied to licenses. 
Since improper use cases involve express or implied licenses and the plaintiff 
usually is one of many dealers in the particular commodity involved, few im- 
proper use cases can be justified on this theory. Cf. G. S. Suppiger v. Morton 
Salt Co., supra note 30. If the limitations of the anti-trust laws are ignored 
the possibility of direct criminal prosecution by the government and the recovery 
of treble damages by litigants would vastly extend the force of the doctrine 
of improper = 

82 Novadel-A ae Corp. v. Penn, 119 F. 8 764 (C. C. A. 5th, 1941), 
cert. den. 314 S. 645, 62 Sup. Ct. 85, 86 L. ed. 517 (1941); Victory Fire- 
works & Specialty Co. v. Commercial ‘J te 26 F. Supp. 126 (D. Md. 
1939). But see Universal Sewer Pipe Corp. v. General onstruction Co., 
supra note 30. 

8$In the Morton Salt case, supra note 26, it was argued that “the equitable 
maxim that a party seeking the aid of a court of equity must come into court 
with clean hands applies only to the plaintiff’s wrongful conduct i in the poe 
act or transaction which raises the equity, enforcement of which is sought. . 

The Court dodged the issue by placing the decision on public policy theory. 











EDITORIAL NOTES 353 


anti-trust laws are merely an expression of this general public policy 
and the established limitations restricting the application of these laws 
are of secondary importance. This theory has been applied by the 
majority of the lower Federal courts as well as the Supreme Court 
and is generally accepted as the true rationale of the doctrine of im- 
proper use.** 


III. The First Mercoid Case 


With the background of the law of contributory infringement, and 
the doctrine of improper use, we may now consider the first of the 
Mercoid cases.** This was a suit for contributory infringement of 
Cross patent No. 1,758,146** for a domestic heating system. The 
patent covered a combination of three main operating elements: a 
motor for feeding fuel to the furnace, a room thermostat for control- 
ling the motor, and a combustion stoker switch to maintain the fire. 
It was the purpose of the latter to prevent the fire from burning out 
when the room thermostat failed to call for sufficient heat, and would 
otherwise permit the fire to go out. The patent did not relate to any 
one element in the system as these were all old in the art, but rather 
was directed to the entire combination of motor, furnace, and ther- 
mostats.** None of the parties to the litigation actually practiced the 
Cross invention although Mercoid and Minneapolis-Honeywell manu- 
factured thermostats necessary for the practice of the invention. 

Commercial exploitation of the Cross patent was accomplished by 
a license agreement between Mid-Continent and Minneapolis-Honey- 
well ** which gave Minneapolis-Honeywell the exclusive right to 
make, use and sell the invention described in the Cross patent in 
return for royalty payments. The measure of the payments was the 
number of “combustion stoker” switches sold by Minneapolis-Honey- 
well or its sublicensees. The “combustion stoker” switches consisted 
of a control unit including a switch responsive to gas or water tem- 
perature in the furnace, and involved the chief feature of the Cross 
system, namely, a device to automatically feed fuel on decay of the 


34 See discussion of the Motion Picture Patents case, supra p. 349. See also 
Universal Sewer Pipe Corp. v. General Construction Co., supra note 30. 

85 Mercoid Corp. v. Mid-Continent Investment Co., supra note 1. 

86 May 13, 1930. 

37 Claim 1 is typical: “A heating system comprising a combustion pot, means 
for feeding fuel thereto, a combustion space above said combustion pot, means 
controlled by the temperature of the rooms to be heated for automatically 
regulating the fuel feeding means, and a separate thermostatic control actuated 
by predetermined minimum temperatures in said combustion space for pre- 
venting extinguishment of the fire when operating under low heat requirement 
conditions.” 

38 The initial agreement was between Mid-Continent’s predecessor in title, 
Cross Coal-O-Matic Corporation, and Minneapolis-Honeywell. Mid-Continent 
succeeded to all rights under it. 
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fire.** Attached to each combustion stoker switch was a license notice 
listing the Cross patent as one under which the purchaser of the 
switch acquired the right to make one installation. None of the 
license agreements contained price restrictions. 

The Mercoid Corporation manufactured and sold thermostatic con- 
trols of the same type as the combustion control switches, and, with 
the sale of these devices, furnished the necessary circuit diagrams 
for an installation similar to the Cross patent.*° Suit for contributory 
infringement was brought by Mid-Continent, and, on Mercoid’s mo- 
tion, Minneapolis-Honeywell was joined as party plaintiff. The Dis- 
trict Court*? upheld the validity of the Cross patent, but sustained 
Mercoid’s contention that the patent was being used to obtain con- 
trol over unpatented articles and accordingly enjoined the plaintiffs 
from enforcing or repeating license agreements similar to the one 
involved. On appeal,*? the circuit court reversed the trial court on 
the grounds that the agreement (a) was not prohibited by the anti- 
trust laws, and (b) was within the legitimate scope of the patent. 
In particular, the court construed the license agreement as applicable 
only to controls actually used in practice of the Cross heating system, 
and considered the case as coming under the doctrine of the Leeds & 
Catlin case*® rather than the Carbice, B. B. Chemical, and related 
cases.** 

The primary issue on certiorari was whether or not the conduct of 
Minneapolis-Honeywell and Mid-Continent barred them from en- 
forcing the Cross patent.** Minneapolis-Honeywell and Mid-Conti- 
nent argued that the agreement was a conventional licensing contract 
in which the number of controls sold was used as a measure of the 
number of systems constructed. They pointed out that Minneapolis- 
Honeywell had never refused a license to any competitor,** that no 
attempt had been made to fix prices, that only controls used in prac- 
ticing the Cross patent were involved,*’ and that Mercoid had fur- 


39 However, the switch itself involved no advance over the prior art. 

40 The Supreme Court opinion is silent upon this point although it assumed 
“Mercoid did not act innocently.” The Circuit Court, at 56 U. S. P. 
mentions the diagrams furnished by Mercoid. 

41 43 F. Supp. 692 (N. D. Ill. 1942). 

42133 F. (2d) 803 (C. C. A. 7th, 1942). 

48 Supra note 14. 

44 Supra notes 22, 24, 25 and 26. 

45 Questions of validity were raised but not considered by the Court. The 
status of a prior suit in which Mercoid paid the expenses, although not a party, 
as res judicata was also raised and was the subject of much debate by the 
Court. As this matter has no relation to the patent law aspects of the decision, 
it is not considered herein. 

46 There was ample evidence that a license contract had been offered Mercoid. 

47 Respondent did not deny, however, that the controls involved could be used 
for other purposes. Expert testimony had indicated such use was possible 
although no specific instances were mentioned. 
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nished diagrams to teach purchasers how to install infringing systems. 
The Leeds & Catlin case was relied on, and the Carbice, Morton Salt, 
and related cases distinguished on the basis that the controls were 
not a staple of commerce, but rather were a special form of thermo- 
stat constituting the heart of the Cross invention.** Mercoid con- 
tended that the license agreement constituted an illegal attempt to 
control unpatented goods since profits were derived only from the 
sale of controls, that neither party actually practiced the Cross inven- 
tion, that royalties were based on unpatented combustion controls, and 
that no distinction as to royalties was made whether the Cross system 
was ever used or not.*® The license agreement was argued to be 
illegal under the anti-trust laws. It was also contended that the 
controls were staples of commerce®® and within the doctrine of the 
Carbice and Morton Salt cases. In addition to the briefs filed by 
the parties to the action, the Government, as amicus curie, filed a 
brief strongly supporting Mercoid’s position. The Government in- 
sisted that the doctrine of contributory infringement has outlived its 
usefulness and should be abolished because its effect is to extend the 
control of the patentee to unpatented products, in conflict with both 
patent and anti-trust laws.™ 

The Supreme Court assumed the validity of the Cross patent and 
that Mercoid knew the controls would be used in an infringing man- 
ner. It pointed out that “there was ample evidence to sustain the 
findings of the District Court that respondents endeavored to use the 
license agreement so as to prevent the sale or use of combustion stoker 
switches in these heating systems unless they were switches made by 
Minneapolis-Honeywell and purchased from it or its sublicensees.” 
The Court admitted that the Carbice and related cases involved only 
machine or process patents where attempts were made to control 
supplies or materials used, but could “see no difference in principle 
where the unpatented material or device is itself an integral part of the 
structure embodying the grant.” The narrow limits of the patent 
grant and the public interest dominating the grant were emphasized. 


48 Indeed, it was argued that in the case of United States v. Univis Lens Co., 
316 U. S. 241, 62 Sup. Ct. 1088, 86 L. ed. 1408 (1942), conduct similar to 
the respondent’s was specifically approved by the Court. 

49 en the Circuit Court of Appeals could find no other use for the 
controls. 

50 Petitioner’s contention in this regard was based on sales of similar con- 
trols prior to the patent. The District and Circuit courts, however, made no 
finding that the controls were the same. 

51 The specific arguments raised against the doctrine of contributory infringe- 
ment were: (1) it has no express statutory sanction; (2) it is inconsistent 
with recent Supreme Court decisions; (3) it endangers the patent system; 
(4) it interferes with free flow of commerce in unpatented goods; (5) it is 
unworkable; (6) it is incompatible with the general principle that the patent 
monopoly is limited to making, using, and selling the invention. 

8 
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The fact that the contest was over the unpatented controls rather 
than the patented combination was stressed. Squarely confronted 
with the doctrine of the Leeds & Catlin case** the Court expressly 
restricted the doctrine stating that it “must no longer prevail against 
the defense that a combination patent is being used to protect an 
unpatented part from competition.” The Court then concluded that 
the license agreements barred Minneapolis-Honeywell and Mid-Con- 
tinent from enforcing the Cross patent and reversed the decision of the 
Circuit Court of Appeals. 

The opinion of Mr. Justice Douglas in the first Mercoid case 
followed the familiar pattern of the so-called “policy” decisions based 
on the doctrine of improper use. As developed in the Motion Pic- 
ture, Carbice, Leitch, B. B. Chemical and Morton Salt opinions the 
attempt of the patentee to control unpatented goods is the basis for 
refusal of relief. Although to this extent the decision is similar to 
preceding cases, the degree of application of the concepts and the 
expressions of the Court go beyond any preceding case. The wilful 
nature of Mercoid’s acts, Minneapolis-Honeywell’s offers to license, 
and the necessity of using the controls as a measure of the systems 
installed, were all considered insignificant against the one controlling 
fact that an attempt was made to extend the patent to unpatented 
goods. 

IV. The Second Mercoid Case 


The second Mercoid case™* was a suit by Minneapolis-Honeywell 
for contributory infringement of Freeman patent No. 1,813,732 
relating to a heating system similar to that of the Cross patent of 
the first suit.°* Minneapolis-Honeywell, as assignee of Freeman, 
had licensed five of its competitors under the patent. The licenses 
included patent marking agreements and a royalty measuring system 
similar to licenses involved in the first Mercoid case, but, in addition 
to these features, a price fixing clause covering the price of “combi- 
nation furnace controls” was included. The “combination furnace 
controls” consisted of an unpatented thermostat arrangement suitable 
for use in practice of the Freeman invention, and occupied a position 
similar to the “combustion stoker switch” of the first Mercoid case.** 


52 Supra note 14. 

58 Mercoid Corp. v. Minneapolis-Honeywell Regulator Co., ra note 1. 

54 Claim 1 is typical: “In a furnace control, the aiination of of apparatus for 
controlling the rate of combustion, and the rate of supply of heat conducting 
medium, thermostatic apparatus responsive to furnace temperature, and con- 
nections between said control apparatus and said thermostatic apparatus by 
means of which said control apparatus operates to check combustion while 
supplying said medium when furnace temperature exceeds a predetermined 
degr 

Bo The Court treated this apparatus as unpatented although there was some 
evidence of patent rights held by a third party. 
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The history of this case in the lower courts was substantially the 
same as the earlier case. The District Court held the patent valid, 
but refused relief on the basis of improper use,®* and the Circuit 
Court of Appeals overruled the decision with respect to the im- 
proper use.*’ The brief filed by the Government applied to both 
cases and the arguments of counsel on both sides were essentially 
the same as in the preceding case.** 

Although the facts of this case, with the exception of the minimum 
price agreement, were very nearly the same as in the preceding case, 
Mr. Justice Douglas based the opinion on the anti-trust laws, stating 
in part: 


The legality of any attempt to bring unpatented goods within 
the protection of the patent is measured by the anti-trust laws 
not by the patent law. For the reasons stated in Mercoid v. 
Mid-Continent Investment Co., supra, the effort here made to 
control competition in this unpatented device plainly violates the 
anti-trust laws, even apart from the price-fixing provisions of 
the license agreements. 


With brief mention of the public policy underlying the Morton Salt 
and B. B. Chemical cases, the judgment of the Circuit Court of 
Appeals was reversed and the case remanded to the District Court. 
Justices Roberts, Reed, Frankfurter, and Jackson concurred in the 
result on the authority of the Morton Salt case. 

Mr. Justice Douglas’ brief reference to the anti-trust laws is sig- 
nificant. Had the decision been based squarely on the price-fixing 
agreements, the basis for distinguishing the first Mercoid case and 
for the application of the anti-trust laws would be clear.°*° However, 
the express disclaimer of price-fixing®® as the sole ground of viola- 
tion of the anti-trust laws, and failure to assign some other reason 
for the holding of the Court, leaves a gap in the opinion which cannot 
be filled by reference to conventional anti-trust or patent law de- 
cisions. Are the limitations of the “rule of reason” under the 
anti-trust laws now inapplicable in patent infringement suits?“ Is 
the Court preparing to enlarge the remedies under the anti-trust acts 
in improper use cases? With these questions unanswered it is diffi- 


5643 F. Supp. 878 (N. D. Ill. 1942). 

57 133 F. (2d) 811 (C. C. A. 7th, 1942). . 

58 Except, of course, that Mid-Continent was not a party and the issue of 
res judicata did not arise. 

59 See United States v. Trenton Potteries, 273 U. S. 392, 47 Sup. Ct. 377, 
71 L. ed. 700, 50 A. L. R. 1000 (1927) (price fixing agreements per se viola- 
tions of the Sherman Act). 

80 See quotation supra. 

61 See supra note 31. 
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cult to assign a definite rationale to the decision and the limits of 
its application can only be considered a subject for speculation. 


V. Proper Conduct of Patentee Under Mercoid Cases 


The Court, in considering the effect of the first Mercoid case 
stated: “The result of this decision, together with those which have 
preceded it, is to limit substantially the doctrine of contributory 
infringement. What residuum may be left we need not stop to 
consider.” Although the Court evaded the issue in this manner, 
the patentee must continue to act. It is therefore appropriate at 
this time to consider a number of situations and briefly analyze them 
in the light of the decided cases. 


a. Patent licenses are granted or machines sold only upon 
condition that unpatented supplies will be purchased from the 
patentee. 


No relief will be granted for either direct or contributory in- 
fringement in this situation regardless of the function of the un- 
patented supply in the practice of the invention. 


b. The patentee makes no express agreements respecting un- 
patented products but so enforces his patent as to compel pur- 
chasers to buy from him. 


In this situation the court will look behind the patentee’s actions 
and refuse relief on the same basis as if express agreements covering 
unpatented goods had been made.** Under the Mercoid cases the 
use of sales of unpatented goods as a measure of the use of the 


invention is a strong indication of an attempt to control unpatented 
products. 


c. The patentee, although in the business of supplying un- 
patented materials used in the practice of his invention, divorces 
his dealings with respect to the materials from his use of the 
patent. 


This is an interesting situation arising directly out of the Leitch 
decision and upon which there is a growing body of case law. It 


62 Morton Salt Co. v. G. S. Suppiger Co., supra note 26, (direct infringe- 
ment); Motion Picture Patents Co. v. Universal Film Corp., supra note 20, 
(contributory infringement) ; Mercoid Corp. v. Minneapolis-Honeywell Regu- 
lator Co., supra note 1, (function of unpatented supply immaterial). _ u 

8 Leitch Mfg. Co. v. Barber Asphalt Co., supra note 24, (contributory in- 
fringement) ; American Lecithin Co. v. Warfield Co., supra note 27, (direct 
infringement) . 

8 Supra note 1. Accord: Slayter & Co. v. Stebbins-Anderson Co., 31 
F. Supp. 96 (D. Md. 1940), aff’d on other grounds, 117 F. (2d) 848 (C. C. A. 
4th, 1941). But see Dehydrators Ltd. v. Petrolite Corp., 117 F. (2d) 183 
(C. C. A. 9th, 1941). 
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has been held that charging royalty rates in such a fashion that dif- 
ferent rates are paid by purchasers of materials from the patentee 
and those who purchase materials elsewhere violates the Leitch doc- 
trine.© Doubt has been expressed concerning even the practice of 
complete separation of the licensing agreements and the sales of the 
unpatented supplies on the basis that the additional income from 
the licensing agreements would enable the patentee to undersell com- 
petitors.°° Notwithstanding these cases it would seem that in a 
proper situation this method of business should be upheld since the 
basic requirements for the application of either the anti-trust laws 
or the doctrine of improper use are absent.** Furthermore, refusal 
to sustain this use of the patent would make a patent enforceable in 
the hands of one person unenforceable in the hands of another, a 
truly irrational result. 


d. The patentee is not in the business of supplying materials 
for use in practice of the invention. 


This case makes inapplicable the doctrine of improper use or the 
anti-trust laws and, in the absence of peculiar circumstances showing 
control over unpatented products, relief for either direct or con- 
tributory infringement should lie. It is difficult to see how the 
Supreme Court could have contemplated refusal of relief in this 
situation without abolishing the doctrine of contributory infringe- 
ment entirely. 


e. The patentee neither practices the invention nor licenses 
others to do so. 


No court has yet refused to enforce a patent solely for this reason 
although it has been frequently referred to in denouncing the pat- 
entee’s conduct in improper use cases. 


65 Barber Asphalt Corp. v. La Fera Grecco Contracting Co., supra note 30; 
Dehydrators, Ltd. v. Petrolite Corp., supra note 64. 

86 See Judge Magruder’s opinion in B. B. Chemical Co. v. Ellis, 117 F. (2d) 
829 (C. C. A. Ist, 1941). This view is considered fundamentally unsound as 
there is no rational basis for distinguishing income from patents and other 
income in affecting the patent holder’s business position. 

87 This concept has been generally recognized but application has varied. 
See strict view in A. L. Smith Iron Co. v. Dickson, 59 U. S. P. Q. 181 (D. 
Conn. 1943) and liberal view in Novadel-Agene Corp. v. Penn, _ note 32; 
Universal Sewer Pipe Corp. v. General Construction Co., supra ws = 
+ + Industrial Corp. v. Visking Corp., 132 F. (2d) 947 (C. C. A. 4th, 
194. 


68 This is recognized even in the strictest decisions. “A monopoly in the 
unpatented bands has been built up by defendant and his sub-licensees through 
misuse of the patent. To break up the illegal monopoly, nothing short of a 
choice between the band business and the patent business can be fully effective.” 
Judge Smith, in A. L. Smith Iron Co. v. Dickson, supra note 67, at 184. 

69 Query: Could a doctrine of “improper misuse” be applied to bar relief 
under the patent grant when the purpose of failure to use the patented inven- 
tion is to prevent the use of an alternate device which does not use materials 
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Conclusion 


The Mercoid cases mark the latest extension of the doctrines 
which the Court formulated when it announced its “new attitude” 
in the Carbice case. Although the applications of the theory of this 
line of cases have by no means been exhausted, it seems probable 
that no further inroads on the doctrine of contributory infringement 
will be made since to do so would involve abolition of the doctrine 
entirely. The second Mercoid case also represents an application by 
the majority of the Court of the anti-trust laws in an indefinite and 
liberal manner which, if followed in later decisions, will greatly 
extend the effect of these laws. 

Although some may regard the Mercoid decisions as repugnant to 
the very public interest sought to be protected, it is likely that the 
judicial attitude expressed by the majority of the Supreme Court 
in these cases has become a basic part of the law of patents which 
will be applied with greater force than conflicting older principles 
once considered well established. Whether for good or ill, the 
newer concepts now seem firmly established and the patent holder 
must act ‘accordingly. GeorceE E. Frost. 


sold by the patentee? That this argument has not been raised in any case so 
far is strong evidence that the much publicized suppression of patents is greatly 
exaggerated. 





RECENT CASES 


ADMIRALTY—SEAMEN—INDEMNITY FOR PERSONAL INyJuRY DUE 
To DEFECTIVE EqUIPMENT—PLAMALS V. PINAR DEL R10 OVERRULED. 
—Petitioner, a seaman on respondent’s vessel, while painting at sea 
was injured by a fall from staging which gave way when a piece of 
defective rope supporting it parted. The rope was supplied by the 
mate when there was ample sound rope available. The question 
reaching the final tribunal was whether the defect in the staging was 
a breach of the warranty of seaworthiness rendering the owner liable 
to indemnify the seaman, maintenance and cure for his injury hav- 
ing been awarded. Petitioner might have brought his suit under the 
Jones Act, 41 Stat. 988, 1007 (1920), 46 U. S. C. § 688 (1940), 
but delay in bringing suit barred the statutory action under which 
the defense of negligence of the fellow servant who rigged the stag- 
ing could not have been raised, and suit in personam in admiralty 
was brought. The trial court denied petitioner indemnity, feeling 
bound by the close factual similarity to Plamals v. The Pinar del Rio, 
277 U. S. 151, 48 Sup. Ct. 457, 72 L. ed. 827 (1928), where the 
failure of the rope of a boatswain’s chair caused the injury. The 
Court of Appeals for the Third Circuit affirmed, but with a strong 
dissent, and certiorari was granted. Held, that respondent is liable 
to indemnify petitioner for the injury suffered by reason of the de- 
fective staging, expressly overruling Plamals v. The Pinar del Rio, 
supra. There was a vigorous dissent both on the specific holding and 
on “the evil resulting from overruling earlier considered decisions.” 
Mahnich v. Southern S. S. Co., 64 Sup. Ct. 455 (1944). 

The leading American case on the right of a seaman to recover for 
injuries received in the course of his employment under general ad- 
miralty law is The Osceola, 189 U. S. 158, 23 Sup. Ct. 483, 47 L. ed. 
760 (1903). In response to certified questions it was held: “(2) 
That the vessel and her owner are both by English and American law, 
liable to an indemnity for injuries received by a seaman in conse- 
quence of the unseaworthiness of the ship, or a failure to supply and 
keep in order the proper appliances appurtenant to the ship; (3) 
that all members of the crew, except perhaps the master, are, as be- 
tween themselves, fellow servants, and hence seamen cannot recover 
for injuries sustained through the negligence of another member of 
the crew beyond the expense of their maintenance and cure; (4) 
that the seaman is not allowed to recover an indemnity for the neg- 
ligence of the master, or any member of the crew, but is entitled to 
maintenance and cure, whether the injuries were received by negli- 
gence or accident.” Cf. Admiralty Right to Maintenance and Cure 
(1943) 38 Inu. L. Rev. 193. 

If a proper appliance appurtenant to the ship becomes unseaworthy 
—that is, defective—due to the negligence of a fellow servant, does 
(2) or (3), supra, apply? This question was left unsettled by The 
Osceola, supra. One writer has pointed out that the fellow servant 
doctrine had been first invoked in admiralty in Halverson v. Nisen, 
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11 Fed. Cas. No. 5,970 (D. Cal. 1876), and that although it had 
since been invoked forty-three times in lower courts, the Supreme 
Court had first recognized the doctrine by dictum in The Osceola (as 
the case involved negligence in navigation and not in maintenance of 
seaworthiness), while the companion common law doctrine of con- 
tributory negligence had been properly rejected as inapplicable in 
The Max Morris, 137 U.S. 1, 11 Sup. Ct. 29, 34 L. ed. 586 (1890). 
Cunningham, The Extension to the Admiralty of the Fellow Servant 
Doctrine (1905) 18 Harv. L. Rev. 294. The same writer contended 
that since the common law doctrine of respondeat superior had not 
been applied strictly in admiralty, the former two were not needed 
to mitigate it. Another author concluded that The Osceola doctrine 
extends so far as to hold that if an appliance appurtenant to the ship 
became unseaworthy through the failure of ships’ officers to keep it 
in order by inspection and repair, the owners would be liable to any 
seaman injured thereby for damages as well as maintenance and cure. 
Smith, Liability in the Admiralty for Injuries to Seamen (1906) 19 
Harv. L. Rev. 418. The Supreme Court in the instant case also re- 
ferred to “the ruling of The Osceola, supra, that the exercise of due 
diligence does not relieve the owner of his obligation to the seaman 
to furnish adequate appliances.” 

Plamals v. The Pinar del Rio, supra, involved a Spanish seaman 
on a British ship in a United States port. The mate chose a poor 
rope to hoist the seaman up to paint the stack, when good rope was 
available. Plaintiff’s argument before the Supreme Court primarily 
claimed that the Jones Act and not the British law was applicable and 
enforceable in rem, but also claimed that his rights were the same 
under the general maritime law. The Supreme Court rejected this, 
Mr. Justice McReynolds saying: “The record does not support the 
suggestion that the Pinar del Rio was unseaworthy . The mate se- 
lected a bad rope when good ones were available.” The Court had 
earlier stated that it was necessary to treat the action as a proceeding 
under the Jones Act as “The evidence would not support recovery 
on any other ground.” 

In Socony-Vacuum v. Smith, 305 U. S. 424, 59 Sup. Ct. 262, 83 
L. ed. 265 (1939), an oiler in an engine room used a defective step 
to get in position to feel a main bearing. There was another equally 
convenient way to feel the bearing known to plaintiff, while the de- 
fective condition of the step was known to the ship’s officers. De- 
fendant claimed that the defence of assumption of risk applied, but 
the trial court charged “the ship owner is under duty to furnish the 
seaman with a safe place in which to work” and “there is no con- 
tributory negligence or assumption of risk on the part of the plaintiff 
in so far as the defendant fails in these duties.” The Circuit Court 
affirmed in 96 F. (2d) 98 (C. C. A. 2d, 1938), on the authority of 
The Arizona v. Anelick, 298 U. S. 110, 56 Sup. Ct. 707, 80 L. ed. 
1075 (1936) (defective winch clutch on fishing boat, so defence of 
assumption of risk not available in suit under the Jones Act), and 
Beadle v. Spencer, 298 U. S. 124, 56 Sup. Ct. 712, 80 L. ed 1082 
(1936) (unstable pile of lumber collapsed, assumption of risk not a 
defence under the Jones Act where a negligent failure by master to 
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provide safe appliances or a safe place to work, citing for factual 
similarity The Frank and Willie, 45 Fed. 494 (S. D. N. Y. 1891), 
and noting that the latter had been cited with approval in The Osce- 
ola, supra). The Supreme Court held that assumption of risk was 
not a defense under admiralty rules and that under the Jones Act it 
would in effect be subject to the same application as comparative neg- 
ligence, namely, only in mitigation of damages. 

In the present case the dissenting opinion of Mr. Justice Roberts 
(in which Mr. Justice Frankfurter joined) strongly criticizes the 
majority of the Court for nullifying the Plamals case, which was said 
to be “indistinguishable in fact and law” and “has stood unquestioned 
for sixteen years.” Apart from one’s view as to the reconciliation of 
flexibility and certainty in judicial decisions, the present case does not 
seem to merit the severe censure of the dissenting opinion. When a 
precedent like the Plamals case is wrongly decided and moreover is 
contrary to modern sound legislative policy, the fact that the present 
case is probably the last of a series is no reason for deciding it on 
blind adherence to a precedent that reversed a previous line of sound 
decisions and itself may be a mere dictum. B. E. D. 


CARRIERS—UNIFORM BILLs or LaDINc—ConFLict oF Non-RE- 
COURSE AND PREPAYMENT CLAUSES—LIABILITY OF CONSIGNOR.— 
Petitioner was consignor upon through bills of lading of interstate 
shipments destined for export under uniform straight bills of lading 
as prescribed by the Interstate Commerce Commission pursuant to 
statute, 49 U. S. C. §§ 1 (6), 12, 15 (1) (1940); Matter of Bills 
of Lading, 66 I. C. C. 63 (1922); 245 I. C. C. 527 (1941). One of 
two freight rates was applicable to the shipments, dependent upon 
whether the shipments were for export or domestic use, the export 
rate being the lower of the two. Petitioner prepaid the export freight 
rate specified in the bills of lading and also signed a so-called non- 
recourse clause in Section 7 of the conditions of the uniform bill of 
lading which, in part, read: “If this shipment is to be delivered to 
the consignee without recourse on the consignor, the consignor shall 
sign the following statement: The carrier shall not make delivery 
of this shipment without payment of freight and all other lawful 
charges. . . . Nothing herein shall limit the right of the carrier to 
require at time of shipment the prepayment or guarantee of the 
charges. .. .” On delivery the consignee so handled the goods as to 
subject the shipments to the higher domestic freight rate. Respond- 
ent, the terminal carrier, sued petitioner to recover the additional 
freight due upon the shipments. Respondent contended the prepay- 
ment clause was so in conflict with the non-recourse clause as to 
nullify the latter, and thus revive the obligation which, in the absence 
of that clause, rests on the consignor to pay all lawful charges on his 
shipments. Held, that the two clauses are not in conflict and peti- 
tioner was not liable for the additional freight charges “. . . arising 
only by reason of events which occurred on or after the delivery of 
the shipments to the consignee.” It must be assumed the parties 
intended both clauses to have some effect. The carrier is not left 
unprotected by such an interpretation. It may avail itself of the 
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guarantee clause in Section 7, supra, of the conditions of the uniform 
bills of lading, which is broader in scope than the prepayment clause. 
Illinois Steel Co. v. Baltimore & Ohio Ry. Co., 64 Sup. Ct. 322, 88 
L. ed. 227 (1944). 

To prevent preferences and to enforce compliance with the require- 
ments of §6(7) of the Interstate Commerce Act, 41 Stat. 483 
(1920), 49 U. S. C. §6(7) (1940), that a carrier shall not charge 
less than the rates specified in his schedule filed with the Interstate 
Commerce Commission, it is well settled that it is the carrier’s right 
and duty to collect by suit, if necessary, the full tariff charges for 
freight delivered. Nor can any act or omission of the carrier (ex- 
cept the running of the statute of limitations) estop its recovery of 
the full amount due from a person liable therefor. Louisville & N. R. 
Co. v. Maxwell, 237 U. S. 94, 35 Sup. Ct. 494, 59 L. ed. 853 (1915) ; 
Pittsburgh, C. C. & St. L. Ry. Co. v. Fink, 250 U. S. 577, 40 Sup. 
Ct. 27, 63 L. ed. 1151 (1919); Louisville & N. R. Co. v. Central 
Iron & Coal Co., 265 U. S. 59, 65, 44 Sup. Ct. 441, 68 L. ed. 900 
(1924); Louisville & N. R. Co. v. Williamson, 87 F. (2d) 34 
(C. C. A. 5th, 1936). The law seems definite that a consignee can- 
not accept delivery without incurring liability for the carrier’s 
charges, known or unknown, or discovered subsequent to delivery, 
whether those charges were supposed to have been prepaid or other- 
wise, and whether they were demanded at the time of delivery or 
later. Pittsburgh, C., C. & St. L. Ry. Co. v. Fink, supra; Louisville 
& Nashville R. Co. v. Central Iron & Coal Co., supra; New York 
Central & H.R. Ry. Co. v. York & Whitney Co., 256 U. S. 406, 41 
Sup. Ct. 509, 65 L. ed. 1016 (1921); 661. C. C., supra, at 64. Cf. 
24 A. L. R. 1163, 1167 (1923); 78 A. L. R. 926, 929 (1932); 105 
A. L. R. 1216 (1936); 129 A. L. R. 213, 215 (1940). Nor may 
the carrier contract with the consignee to relieve him of this liability, 
66 I. C. C., supra, at 64. Nevertheless, in the absence of a covering 
tariff provision, delivery of goods for shipment does not necessarily 
impart an obligation on the consignor to pay the freight charges, and 
the carrier and the consignor are free to contract as to when and by 
whom payment shall be made. Cf. Louisville & Nashville R. R. Co. 
v. Central Iron Co., supra, in which Justice Brandeis, at p. 68, lists 
and distinguishes those cases apparently contra to this rule, and points 
out that “it is erroneously assumed that the mere fact of delivery 
of goods for shipment imports, under the Interstate Commerce Act, 
as matter of law, an absolute promise [by the consignor] to pay the 
freight charges, and/or that an agreement to the contrary is void.” 

In the instant case the carrier and the consignor did contract by 
whom payment of the freight and all other lawful charges should be 
made. They also contracted that the consignor by signing the non- 
recourse provision in the bill of lading should not be liable for the 
charges in the event that the carrier made delivery of the shipments 
to the consignee without the payment of freight and all other lawful 
charges. In such cases the consignor is generally held to be relieved 
from liability for the freight charges where, as in the present case, 
the carrier has delivered the shipment to the consignee without col- 
lecting the charges as directed. Lowden v. Iroquois Coal Co., 18 F. 
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Supp. 923 (N. D. Ill. 1937); cf. 129 A. L. R., supra, at 214. How- 
ever, it is equally well established that instead of waiting for payment 
upon delivery the carrier may demand “prepayment or guarantee of 
the charges.” Cf. Wadley Southern Ry. Co. v. Georgia, 235 U. S. 
651, 656, 35 Sup. Ct. 214, 59 L. ed. 405 (1915); Louisville & N. R. 
Co. v. Central Iron & Coal Co., supra, at 66. In the instant case the 
carrier demanded and the consignor prepaid the amount of the freight 
computed in accordance with the rate set forth on the face of each 
bill of lading. Therefore, the question herein presented is whether 
or not a delivering carrier who, contrary to the provisions of the non- 
recourse clause, parts with the possession of the property shipped 
without collecting from the consignee all charges due, may collect 
subsequently discovered undercharges or additional charges from the 
consignor who shipped “prepaid” or whether the delivering carrier 
must look for payment solely to the consignee. Apart from the in- 
stant decision, only three cases involving similar facts have been 
found bearing on the question. In Chicago Great Western Ry. Co. 
v. Hopkins, 48 F. Supp. 60 (D. Minn. 1942) the court held the ship- 
per not liable. The Supreme Court in the present case approved that 
decision. In Chesapeake & Ohio Ry. Co. v. Glogora Coal Co., 113 
W. Va. 796, 169 S. E. 471 (1933), cert. den. 290 U. S. 658, 54 Sup. 
Ct. 73, 78 L. ed. 569 (1933), and in New York Cent. R. Co. v. Union 
Oil Co., 53 F. (2d) 1066 (W. D. Pa. 1931), the court held the ship- 
per was liable for the undercharges. However, the two latter cases 
may be easily distinguished from the instant case. In the Chicago 
Great Western case, supra, the covering tariff expressly provided 
that freight charges must be prepaid. In the New York Central case, 
supra, the consignor was also the consignee, and, as noted above, the 
carrier may not contract with the consignee to relieve him from lia- 
bility for freight charges. In view of the foregoing it would seem 
that the carrier, while under a duty to collect all lawful charges or 
undercharges, must, in such cases as the instant one involving un- 
anticipated freight charges, look solely to the consignee for reim- 
bursement. 

The decision is a particularly reasonable one in view of the Court’s 
distinction between the carrier’s right of prepayment and its broader 
right of a guarantee of the charges. The carrier may always protect 
itself against such unanticipated charges by requiring from the con- 
signor some form of guaranty or a surety bond guaranteeing the pay- 
ment of all lawful charges. It must be borne in mind, however, that 
the unanticipated or undercharges spoken of by the Court in the in- 
stant case refer only to those charges “which could not be subject to 
prepayment either because they are not lawful charges on the ship- 
ment as tendered and billed, or because they depend upon events oc- 
curring after the transportation has heen completed.” The Court 
expressly avoided the question of whether or not “the prepayment 
clause contemplated an undertaking upon its part to pay only the 
amount of freight charges specified on the face of the bill of lading, 
whether or not they were computed at the lawful rate on the ship- 
ments as tendered and billed.” In the latter situation, it is question- 
able whether the non-recourse clause would absolve the consignor 
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from his obligation to pay the difference between the lawful rate on 
the shipments as tendered and billed, and the rate as erroneously 
computed and submitted to him by the carrier. The courts have 
uniformly held that the consignor’s knowledge of the lawful rate is 
conclusively presumed and a misquotation by the carrier is no excuse 
for the consignor’s failure to pay. Kansas City S. Ry. Co. v. Carl, 227 
U. S. 639, 653, 33 Sup. Ct. 391, 57 L. ed. 683 (1913) ; Louisville & 
Nashville Ry. Co. v. Maxwell, supra, at 97. E. J. M. 


FEDERAL Foop, Druc anp Cosmetic Act — CorPoraTIONS — 
CRIMINAL LIABILITY OF OFFICERS AND AGENTS.—Defendant, general 
manager of a drug jobbing corporation, was prosecuted with the 
corporation for violation of the Federal Food, Drug and Cosmetic 
Act, 52 Stat. 1040, §§ 301 and 303 (1938), 21 U. S. C. §§ 331 and 
333 (1940), in shipping misbranded and adulterated drugs in inter- 
state commerce. The corporation was engaged in the business of 
buying drugs in bulk quantities and reshipping them under its own 
label and did no manufacturing. The corporation was acquitted but 
the individual defendant was convicted. Evidence showed that the 
defendant issued general instructions concerning the shipment of 
drugs, but he was not allowed to show in detail the duties he per- 
formed as general manager. The Circuit Court of Appeals for the 
Second Circuit reversed the District Court and held that the cor- 
poration was the “person” committing the offense under the Act and 
that the statute did not subject officers and agents of a principal to 
criminal liability. This conclusion was reached by reading the penal 
section of the Act in conjunction with a clause of that section, 
§ 303 (c), 21 U. S. C. § 333 (c) (1940), which provides that, where 
the buyer of drugs has received a guaranty from the seller that the 
drugs conform to the requirements of the Act, the buyer shall not 
be liable for their reshipment in good faith in commerce. The court 
below reasoned that this provision did not protect the officers or 
agents of a buyer and that Congress did not intend to subject officers 
and agents to a greater liability than their principal; nor could Con- 
gress have intended that the guilt or innocence of officers and agents 
of a principal offender should depend upon whether the principal had 
received a guaranty which only he, the principal, could require. 131 
F. (2d) 500 (C. C. A. 2d, 1942). The Supreme Court reversed this 
decision. Held, that anyone who shares responsibility in the business 
process resulting in unlawful distribution is subject to the Act, and 
the offense is committed by all who aid and abet by having such a 
share in the transaction unless the enterprise enjoys the immunity 
of a guaranty. United States v. Dotterweich, 320 U. S. 277, 64 Sup. 
Ct. 134 (1943). 

Four Justices dissented on the ground that there was no evidence 
of participation in the act on the part of the defendant, but that lia- 
bility was imputed to him merely because he was the general man- 
ager of the corporation. While the dissenting opinion relies on the 
rule that Congress alone has the power to specify who shall be sub- 
jected to criminal liability, United States v. Wiltberger, 5 Wheat. 76, 
5 L. ed. 37 (1820) ; United States v. Harris, 177 U. S. 305, 20 Sup. 
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Ct. 609, 44 L. ed. 780 (1900), no such question is involved if the 
opinion of the Court is limited in application to reversing the lower 
court on the point there decided. The majority obviously intended 
so to limit its decision and refused to consider the question of who 
in the functional organization of the business would be subject to 
the Act. 

Generally, an officer of a corporation is not criminally liable for 
corporate acts done by another. Ledbetter v. State, 20 Ala. App. 
626, 104 So. 777 (1925); State v. German, 162 Ore. 166, 90 P. 
(2d) 185 (1939); People v. Clark, 8 N. Y. Crim. 179, 14 N. Y. 
Supp. 642 (1891). On the other hand, the existence of the corpora- 
tion does not protect an officer from criminal liability for acts done 
in a corporate capacity when he is otherwise accountable. Principal 
in the first degree: United States v. Swift, 188 Fed. 92 (N. D. Iil. 
1911); Kelly v. United States, 258 Fed. 392 (C. C. A. 6th, 1919) ; 
principal in the second degree: State v. Guthrie, 176 Ark. 1041, 5 
S. W. (2d) 306 (1928); State v. Parker, 112 Conn. 39, 151 Atl. 325 
(1930), after rehearing, 114 Conn. 354, 158 Atl. 797 (1932) (show- 
ing required participation) ; accessories: People v. McArdle, 295 Il. 
App. 149, 14 N. E. (2d) 683 (1938), app. dis’d 370 Ill. 513, 19 
N. E. (2d) 328 (1939). But liability of the officer rests on his own 
act and not on his relation to the corporation under principles of 
agency, which generally have no application to criminal law. People 
v. Doble, 203 Cal. 510, 265 Pac. 184 (1928) ; United States v. Wil- 
son, 59 F. (2d) 97 (W. D. Wash. 1932); cf. United States v. 
Winslow, 195 Fed. 578 (D. Mass. 1912), aff'd, 227 U. S. 202, 33 
Sup. Ct. 253, 57 L. ed. 481. Nor do principles of agency render an 
officer of a corporation liable to criminal prosecution for acts of other 
agents of the corporation where the statute forbidding the act is a 
police measure not requiring intent. State v. Viviano, 206 S. W. 235 
(Mo. App. 1918). Criminal liability will follow the line of agency 
authority from subordinate to superior to make a corporate officer 
liable where the business or act authorized is itself illegal. Where 
the crime involves mens rea, the line is drawn upon intent. State 
v. Carmean, 126 Iowa 291, 102 N. W. 97 (1905); Christner v. Sate, 
37 Okl. Cr. 95, 257 Pac. 330 (1927). Where no intent is involved, 
the specific act must be authorized. People v. Grass, 257 App. Div. 
1,11 N. Y. S. (2d) 803 (1939) ; cf. State v. Brown, 151 Minn. 340, 
186 N. W. 946 (1922); United States v. Mayfield, 177 Fed. 765 
(N. D. Ala. 1910) (corporate officers in Food and Drug case). 
Where the business of the corporation constitutes a nuisance, the offi- 
cers may be prosecuted for its maintenance. People v. Detroit White 
Lead Works, 82 Mich. 471, 46 N. W. 735 (1890) ; People v. Cooper, 
200 App. Div. 413, 39 N. Y. Crim. 452, 193 N. Y. Supp. 16 (1922) ; 
cf. State v. Botchford, 71 Wash. 114, 127 Pac. 837 (1912). Simi- 
larly, where the officer of a corporation conducts the business of the 
corporation without a license, he is guilty for such conduct regardless 
of the fact that he acted merely as agent. Walliams v. Talladega, 164 
Ala. 633, 51 So. 330 (1909), rev’d on other grounds, 226 U. S. 404, 
33 Sup. Ct. 116, 57 L. ed. 275; Wyandotte v. Corrigan, 35 Kan. 21, 
10 Pac. 99 (1886) ; Crall v. Commonwealth, 103 Va. 855, 49 S. E. 
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638 (1905). The doctrine of State v. Carmean, supra, that a cor- 
porate officer may be held liable for the acts of a subordinate where 
such acts are by his direct authority and in the execution of some 
criminal intent on his part, has been made the basis of decisions to 
the effect that where no intent is involved, the officer of a corporation 
is liable with a subordinate for corporate acts done under his general 
authority. In Overland Cotton Mill Co. v. People, 32 Colo. 263, 75 
Pac. 924 (1904), the court upheld the conviction of an assistant 
plant superintendent for the violation of the child labor laws on a 
showing that he either knew or should have known in the exercise 
of his duty that the minor had been employed. The defendant had 
authority to hire in the plant, but it does not appear whether or not 
he personally hired the minor. In State v. Burnam, 71 Wash. 199, 
128 Pac. 218 (1912), the general manager of a dairy corporation in 
charge of mixing the milk sold was convicted on a charge of selling 
milk which failed to meet the standard set up by the statute. The 
sale was made by a deliveryman. It did not appear whether the de- 
fendant had in any way known or directed the milk to be so mixed, 
but the court sustained the conviction on the authority of Overland 
Cotton Mill Co. v. People, supra. See also State v. Botchford, supra, 
where a plant foreman should have ordered the removal of sawdust 
and a stream was polluted because of his failure to do so. This ex- 
tension of the doctrine has been rejected in other cases on the ground 
that the imposition of vicarious liability on the corporation for the 
acts of its agents does not impose such liability on officers who have 
merely delegated their authority to subordinate agents of the princi- 
pal where they have not authorized the specific act. People v. Taylor, 
192 N. Y. 398, 85 N. E. 759 (1908) ; People v. Grass, supra. How- 
ever, where the act is done within the scope of the agent’s authority 
given by the officer of the corporation, but the officer has not author- 
ized a violation of any criminal law, and the subordinate agent on his 
own initiative commits a crime, the officer is not liable criminally 
therefor. People v. Brainard, 192 App. Div. 816, 183 N. Y. Supp. 
452 (1920); Ledbetter v. State, supra. Criminal liability for such 
acts is not imposed even in cases of crimes not involving intent. State 
v. Viviarno, supra; People v. Taylor, supra; see United States v. 
Carolene Products Co., 51 F. Supp. 675, 680 (N. D. W. Va. 1943). 
In the light of the cursory treatment given the question of deter- 
mining when an officer aids and abets the corporation in the com- 
mission of a crime, the principal case should not be taken as changing 
the test for determining that question or as imposing a different test 
of liability for violations of the Food, Drug, and Cosmetic Act, but 
the better rule is that officers and agents of a corporation come within 
the statute when they have participated in the act according to “set- 
tled doctrines of criminal law.” D. E. R. 


Price Contro, Act—EXEMPTION oF PusBLic UTILITIES—Con- 
FLICT BETWEEN STATE AND FEDERAL REGULATION—PUBLIC WaARE- 
HOUSE SUBJECT TO STATE RATE REGULATION WITHIN THE EXEMP- 
TION.—The Emergency Price Control Act, 56 Stat. 23 (1942), 50 
U. S. C. Supp. IT, App. § 901, 942 (c) (1942), provides, “nothing 
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in this Act shall be construed to authorize the regulation of . . . (2) 
rates charged by any common carrier or other public utility.” Peti- 
tioner is a public warehouse company designated and regulated as a 
public utility by California law. The state regulatory body author- 
ized petitioner to make an increase in its existing rates. The Price 
Administrator denied petitioner’s protest that it was a “public util- 
ity” within the meaning of the exemption and hence not subject to 
the series of regulations establishing maximum prices for warehouse 
services. The Emergency Court of Appeals sustained the Adminis- 
trator, 137 F. (2d) 201 (E. C. A. 1943). Held, that petitioner is a 
public utility, and Congress by the term “public utilities” exempted 
those whose charges already were regulated as public utilities and 
were not probable sources of inflationary dangers. Davies Ware- 
house Co. v. Bowles, 64 Sup. Ct. 474 (1944) (three justices dissent- 
ing). 

Congress failed to define the term “public utility.” The Admin- 
istrator construed the exemption to apply uniformly throughout the 
United States to all common carriers and other enterprises generally 
and traditionally recognized as public utilities without regard to statu- 
tory designation or actual state regulation, 7 Fep. Rec. 4543, 4738 
(1942). This construction is based upon the theory that an exemp- 
tion must be clearly defined and founded upon plain language, Bank 
of Commerce v. Tennessee, 161 U. S. 134, 16 Sup. Ct. 456, 40 L. ed. 
645 (1896) ; United States v. Stewart, 311 U. S. 60, 61 Sup. Ct. 102, 
85 L. ed. 40 (1940), and that descriptive terms in federal statutes, in 
the absence of plain indication to the contrary, should be given a 
general and uniform interpretation. Jerome v. United States, 318 
U. S. 101, 63 Sup. Ct. 483, 87 L. ed. 433 (1943). Accord: Lyeth v. 
Hoey, 305 U. S. 188, 59 Sup. Ct. 155, 83 L. ed. 119 (1938) ; Morgan 
v. Commissioner of Internal Revenue, 309 U. S. 78, 60 Sup. Ct. 424, 
84 L. ed. 585 (1940). The Administrator’s contention overlooks per- 
tinent considerations. An examination of the history of the phrase 
“public utility” and of the history of the Act is necessary to deter- 
mine the scope of the instant exemption. Congress might have used 
the term “public utility” in a restrictive legalistic sense, thus ex- 
cluding the business of a public warehouseman. The fact that the 
power of Congress to control prices in the exercise of its war power 
is broad, Rottenberg v. United States, 137 F. (2d) 850 (C. C. A. 1st, 
1943); cf. Highland v. Russell Car & Snow Plow Co., 279 U. S. 
253, 49 Sup. Ct. 314, 73 L. ed. 688 (1929), is not conclusive. In this 
Act the generality of the words of the exemption, when measured 
against the primary purpose of controlling probable sources of infla- 
tion, tends to support its application to utilities where effective bar- 
riers to inflation already exist under state rate regulation. There is 
no justification in such circumstances for restricting the exemption 
to one class and excluding others where the purpose of the statute 
is applicable to all alike, United States v. Hartwell, 6 Wall. 385, 18 
L. ed. 830 (1868). In construing a statute the words are presumed 
to be used in their ordinary and usual sense, DeGanay v. Lederer, 
250 U. S. 376, 39 Sup. Ct. 524, 63 L. ed. 1042 (1919); cf. Old 
Colony R. Co. v. Commissioner of Internal Revenue, 284 U. S. 552, 





370 THE GEORGE WASHINGTON LAW REVIEW 


52 Sup. Ct. 211, 76 L. ed. 484 (1932) ; Woolford Realty Co. v. Rose, 
286 U. S. 319, 52 Sup. Ct. 568, 76 L. ed. 1128 (1932). The legis- 
lative history of the Act shows that Congress was not unaware of the 
meaning of the exemption and can be presumed to have used the 
words in their known and ordinary signification, Levy’s Lessee v. 
McCartee, 6 Pet. 102, 8 L. ed. 334 (1832); Philadelphia Coke Co. 
v. Bowles, 139 F. (2d) 349 (E. C. A. 1943). 

In the present case the petitioner is declared by both state consti- 
tution and statute to be a public utility and is subject to regulation 
by the state. Its business possesses all of the following judicially 
approved attributes of a public utility as analyzed by Chief Judge 
Vinson in his dissenting opinion in the court below: it is affected 
with a public interest, connected with the processes of transportation 
and distribution, is under an obligation to afford its facilities to the 
public upon demand and at fair and non-discriminatory rates, and 
is free from competition by its monopolistic status and its grant from 
the state, Munn v. Illinois, 94 U. S. 113, 24 L. ed. 77 (1876); Wolff 
Packing Co. v. Court of Industrial Relations, 262 U. S. 522, 43 Sup. 
Ct. 630, 67 L. ed. 1103 (1923); Tyson & Bro.—United Theatre 
Ticket Offices v. Banton, 273 U. S. 418, 47 Sup. Ct. 426, 71 L. ed. 
718 (1927); New State Ice Co. v. Liebmann, 285 U.'S. 262, 52 
Sup. Ct. 371, 76 L. ed. 747 (1932); Nebbia v. New York, 291 U. S. 
502, 54 Sup. Ct. 505, 78 L. ed. 940 (1934). Usually the administra- 
tive construction of a statute is entitled to great weight, especially 
if it has matured into a settled administrative practice. United States 
v. Jackson, 280 U. S. 183, 50 Sup. Ct. 143, 74 L. ed. 361 (1930). 
But the court is not bound by such construction. Burnet v. Chicago 
Portrait Co., 285 U. S. 1, 52 Sup. Ct. 275, 76 L. ed. 587 (1932). 
The petitioner in this case made timely protest which was a pre- 
requisite to review in the Emergency Court of Appeals. Bogart Pack- 
ing Co. v. Brown, 138 F. (2d) 422 (E. C. A. 1943). 

The effect of the decision upon the over-all price problem remains 
to be seen. The Administrator had exempted from his price sched- 
ules the rates of the traditional utilities, irrespective of other regu- 
latory control over those rates. The present decision would seem to 
require him to base his exemption upon both the nature of the utility 
and the extent of the control characteristics. The majority opinion 
recognizes the difficulty of forming administrative judgments of this 
nature but accepts such complexities as inherent in the federal sys- 
tem under which there must be “‘a wise accommodation between the 
needs of central control and the lively maintenance of local institu- 
tions.” See City of Yonkers v. United States, 64 Sup. Ct. 327 (1944). 
Thus, although the Administrator may lose control over the rates of 
some public utilities, he might control the rates of others now unregu- 
lated or insufficiently regulated. The net effect will be that the public 
utility rates are to be controlled as an inflationary force either by the 
Administrator or by another regulatory agency. Even if the utility 
rates are adequately controlled by another regulatory body, the Ad- 
ministrator still has the right to appear and contest any proposed 
rate increase. F. M. G. 








